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WHAT PRICE 


XCESS profits tax relief claims, under Sec. 721, 

present many practical advantages, insofar as 
these are compared with claims that are made 
under its much more glamorous and, shall we say, 
more notorious sister Sec. 722. 

Every corporation that is subject to heavy excess 
profits taxes can hope for relief under Sec. 722; con- 
trary to popular impression, however, not every one 
is entitled to any such relief; and fewer still are en- 
titled to relief under Sec. 721. The writer believes, 
however, that a much smaller proportion of taxpayers 
who are entitled to relief under Sec. 721 have filed 
claims for such relief than have filed claims under 
Sec. 722. 

Sec. 721 deals with the income of the taxable year 
which is properly attributable to the activities of the 
corporation in another year. Sec. 722, on the con- 
trary, involves the “determination” of the income that 
would have been earned during the base period if 
conditions had been other than they actually were. 
The reasons for the practical advantages of Sec. 721 
claims, as compared with those under Sec. 722 (as- 
suming that both have an equal degree of merit), may 
be gathered from the following tabulation of the chief 
technical advantages of claims that are made under 
Sec. 721, as compared with those that may be made 
under Sec. 722. These advantages include the following: 

(1) The full tax saving that may be claimed under 
Sec. 721 is available at the time when the corpora- 
tion’s excess profits tax return is filed, while at least 
67% of any tax saving that is claimed under Sec. 722 
cannot help the corporation until such claim has been 
finally approved, and a refund has been finally re- 
ceived from the Government. (If the benefit of Sec. 
721 has not been claimed in the corporation’s return, 
then a claim therefor may be filed by using the 
regular refund claim Form 843.) 

(2) It seems clear that in a proceeding before the 
Tax Court, the benefit of Sec. 721 may be claimed 
as an offset to a proposed deficiency in excess profits 
tax, even though no such claim under that section 
had been previously made by the corporation, or had 
been acted upon by the Commissioner. The statutory 
provisions relating to claims under Secs. 721 and 
722 differ materially, however, and the Tax Court 
has held that a claim under Sec. 722 that has not 
yet been acted upon by the Commissioner may not 
be considered by the Tax Court in determining the 
amount of a deficiency in excess profits tax that 
involves other issues. * 

(3) In a case where a timely claim for the relief 
that is afforded by Sec. 721 is made in a corporation’s 





1 Uni-Term Stevedoring Co., 3 TC No. 113, promulgated May 29, 
1944. See the writer’s article on this case in the Journal of Ac- 
countancy, July, 1944. 
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excess profits tax return, the allowance by the 
Internal Revenue Bureau of all the amount so claimed, 
or of any part of it, does not involve publication of 
the facts concerning any such allowance. This, how- 
ever, is required in the case of any allowance that is 
made under Sec. 722. ? 

(4) Relief may be obtained under Sec. 721 in con- 
nection with the use of either the invested capital or 
the average income method of computing the excess 
profits credit ; whereas Sec. 722 relief is afforded only 
by the use of the average income method. 

‘5) Finally, Sec. 722 necessarily requires proof 
of what theoretically would have happened if other 
things had happened that did not happen; on the other 
hand, Sec. 721 deals only with facts. 

Because of this last point, namely, that Sec. 721 
deals only with facts, it is especially noteworthy that 
claims thereunder are far more satisfactory to deal 
with. In such cases there is none of the frustration 
that is so often felt when one attempts to prove, for 
the purpose of Sec. 722 “what might have been”. 

Despite these advantages, however, Sec. 721 appears 
to have “enjoyed” far less publicity and popularity 
than has its sister Sec. 722. 


Purpose and Scope of This Article 

The purpose of this article is two-fold: 

(1) to draw attention to the possibility of obtain- 
ing relief from destructive excess profits taxes that 
Congress intended to afford by enacting Sec. 721; 

(2) to point out, in particular, just how this section 

may prove to be a life-saver so far as concerns certain 
manufacturers. 
Accordingly, matters that are covered in the Regulations® 
will be touched upon only briefly in this article, apart 
from those that are of special importance to manu- 
facturers that claim relief under Sec. 721(a)(2)(C). 
As claims under this subparagraph can hardly involve 
income attributable to future taxable years, adjust- 
ments of this latter type will not be discussed in this 
article. 

Sec. 721 affords relief in excess profits tax cases 
only insofar as concerns “abnormal income”: the 

2 ‘The Commissioner shall compile for each fiscal year, beginning 
after June 30, 1941, by internal revenue districts, and alphabetically 
arranged, all cases in which relief has been allowed during such 
year under the provisions of this section by the Commissioner and 
by The Tax Court of the United States, as the case may be. Such 
compilation shall contain the name and address of each taxpayer to 
which relief has been so allowed, the business in which the taxpayer 
is engaged, the amount of the excess profits credit before such 
allowance, the increase in such credit claimed, the increase in such 
credit allowed, and the amount of the gross reduction in the tax 
under this subchapter and of the gross increase in the tax under 
Chapter 1, which results from the operation of this section. In the 
case of relief allowed by The Tax Court of the United States, the 
Commissioner shall also set forth the data previously reported under 
this subsection, with respect to relief previously allowed in such 


case by the Commissioner. Such compilation shall be published in 
the Federal Register.’ (Sec. 722 (g), I. R. C.) 
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definition of abnormal income in Sec. 721, however, 
includes normal income of any class if the amount of 
such income meets the “125% test” (a purely mathe- 
matical formula) that is prescribed in that section. * 
Hence, Sec. 721 offers possibilities for obtaining ex- 
cess profits tax relief in more cases than is generally 
realized, and in the case of some manufacturing cor- 
porations the amount of relief actually obtainable 
under Sec. 721(a)(2)(C) may be greater than under 
Sec. 722. For this reason, every corporation that is 
subject to a substantial amount of excess profits tax 
should determine: 

(1) if, during any excess profits tax year, it has had 
income of any “class” in an amount that meets the 
“125% test” *; and, 

(2) if any portion of such income is attributable to 
another year or years. 

If these two conditions are present, relief may be 
obtainable under Sec. 721. 


Nature of the Relief Afforded by Sec. 721 


To state the matter briefly, the purpose of Sec. 721 
is to afford relief by means of computing excess profits 
tax on all or a portion of any income of the taxable 
year that is actually attributable to other years as 
though such income had been received in the years 
to which properly attributable. (Any portion that is 
attributable to a taxable year that began prior to 
January 1, 1940, would not, of course, be subject to 
any excess profits tax.) 

The nature of the relief that is afforded by Sec. 721, 
and the steps that are to be taken to compute the 
amount of any such relief, may be summarized as 
follows: 

(1) the amount of the so-called “net abnormal 
income” (which is to be determined as hereinafter 
explained) is to be excluded from the excess profits 
net income of the taxable year, to the extent attribu- 
table to other years; and 

(2) excess profits tax is to be computed on the 
income so reduced; and 

(3) to any such tax is to be added the net amount 
of excess profits tax (if any) which would have been 
payable with respect to the portion of such income 
that is attributable to previous years; and 

(4) the portion of such income attributable to 
future years (if any) is to be subject to excess profits 
tax in such years; but 

(5) in no event shall the aggregate amount of addi- 
tional tax attributable to previous and subsequent 
years (so far as concerns such income) result in a 
greater aggregate amount of excess profits tax than 

* Reg. 112, Secs. 35.721-1 to -10, inclusive. 

* This test is met if the income of any class exceeds 125% of the 
average income of the same class for the preceding four taxable 


years (or for the taxable years since incorporation, if such years 
are less than four). 








would have been due without the application of the 
provisions of Sec. 721. In view of this latter limita- 
tion, claims for relief under Sec. 721 cannot “back- 
fire’; and 

(6) adjustments under Sec. 721 have no effect upon 
the determination of net income for any purposes 
other than those mentioned above. (Such adjustments 
are to have no effect upon the determination of the 
base period net income, nor upon the amount of 
income that is subject to any tax other than the 
present excess profits tax.) 


Overlapping Claims Under Secs. 721 and 722 


Relief may be claimed under both Secs. 721 and 
722, except that, if relief is allowed under Sec. 722, 
no income of the class that is described in Sec. 
721(a)(2)(C) (resulting from development, and so 
on) may be attributed to a taxable year that begins 
prior to January 1, 1940, for the purpose of obtaining 
relief under Sec. 721 5. The purpose of this exception 
is to eliminate duplicate relief, so far as concerns 
income from the same discovery, invention, development, 
etc., that might otherwise result from the exclusion, 
under Sec. 721, of such income from excess profits net 
income of the taxable year, and the inclusion, under 
Sec. 722, of income from the same source in the 
reconstruction of base period income. 


Classes of Income 


Relief under Sec. 721 is not limited to the six classes 
of income that are specifically described in that sec- 
tion®. Such relief may also be claimed with respect 
to any other class of income. 

The methods of classifying income that is not de- 
scribed in any one of the six specific classes that are 
enumerated in Sec. 721(a)(2)°, are prescribed in the 


5 Sec. 721 (f), added to the Internal Revenue Code by the Revenue 
Act of 1942. 
¢ ‘Separate class of income.—Each of the following subparagraphs 
shall be held to describe a separate class of income: 
(A) Income arising out of a claim, award, judgment, or decree, 
or interest on any of the foregoing; or 
(B) Income constituting an amount payable under a contract the 
performance of which required more than 12 months [Note: 
Not applicable to years beginning after December 31, 1941— 
see Sec. 736 (b)]; or 
(C) Income resulting from exploration, discovery, prospecting, 
research, or development of tangible property, patents, for- 
mulae, or processes, or any combination of the foregoing, 
extending over a period of more than 12 months; or 
(D) Income includible in gross income for the taxable year rather 
than for a different taxable year by reason of a change in the 
taxpayer’s accounting period or method of accounting; or 
(E) In the case of a lessor of real property, income included in 
gross income for the taxable year by reason of the termina- 
tion of the lease; or 
(F) Income consisting of dividends on stock of foreign corpora- 
tions, except foreign personal holding companies. 
All the income which is classifiable in more than one of such sub- 
paragraphs shall be classified under the one which the taxpayer 
irrevocably elects. The classification of income of any class not 
described in subparagraphs (A) to (F), inclusive, shall be subject 
to regulations prescribed by the Commissioner with the approval 
of the Secretary.’’ (Sec. 721 (a) (2), I. R. C.) 





Paul D. Seghers is a Certified Public Accountant in New York City. He is well known 
to taxmen as a specialist in Excess Profits Tax Relief, his articles on the subject 
having appeared in this and other magazines dealing with taxation. 
is also the founder of the Federal Tax Forum, an organization of taxmen in New York 
City who devote their meetings to serious study of tax problems. 
of the Federal Tax Forum have appeared before the House Ways and Means Com- 
mittee and the Senate Finance Committee at their hearings on revenue bills and their 
recommendations have had a high percentage of ultimate acceptance. 
on section 721 of the Internal Revenue Code will prove highly interesting and 


informative. 
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THROCKMORTON GADGET MANUFACTURING CO. EXHIBIT “A” 
Claim for Refund—Calendar Year 1942 9/12/44 PDS:R 


Computation of Adjustment under the Provisions of Sec. 721, I. R. C., on account of “Net Abnormal Income” (as 
defined in that Section) Resulting from Discovery, Research and Development of Patents, Products and Processes 
(extending over a period of more than 12 months ended June 30, 1941) as more particularly set forth in the Accom- 
panying Statement attached to Form 843. 

{[NOTE: The explanatory matter enclosed in brackets is given herein for the purpose of this example and would 
not necessarily be set forth in the same form in actual practice. ] 


Item 
No. 1938 1939 1940 1941 1942 
1. Income resulting from the said development, etc., of processes, 


etc., for the manufacture of Throckmorton’s New and Improved 
Gadgets. 




































(a) SALES (mnet)-of the said Gadeets. ....... 200k cine nics ow $50,000 $170,000 $300,000 $900,000 $1,700,000 
(b) LESS: Cost of the said Gadgets including manufacturing 
OO ER Ee SR SE eet ee ee es ee 40,000 130,000 210,000 640,000 1,250,000 
(c) Income resulting from the said development, etc., of the said - eae. 6 Grier a 
processes, etc., by the taxpayer................---- nese $10,000 $ 40,000 $ 90,000 $260,000 $ 450,000 


[NOTE: The text of the statement accompanying this exhibit and 
attached to the claim would, of course, give all the pertinent facts 
concerning the invention, discovery and development by the tax- 
payer of the product in question and the processes, etc., used in 
its manufacture. It is assumed that without such development, 
etc., the taxpayer would have no income from this source, and the 
gross profit from such sales, shown in Item 1-c_ above, conse- 
quently is entirely of the class described in Sec. 721(a)(2)(C).] 
Average amount of such income (Item 1) for the four taxable 
years immediately previous to the taxable year (1942)—% of 
$400,000 = $100,000. 

Even if there had been no income from this source in one or more 
of these four years, the aggregate would nevertheless be divided 
by four, if the corporation had been in existence during each of 
these years. 

3. 125% of such average (i. e., of Item 2).. ike , aka ; ¥ ...... § 1S 


4. Excess of the amount of such income (from the enid écodenmen. 
etc.) for the taxable year (1942) _— l-c) over the said 125% 








tv 


RENEE cosbs sdvedo dente Dokdo Ue Oe SC ce San ee oe ee Seton DR Sie baring Beko sib waned OU lees elt 
5. Deduction (Computed in the manner prescribed in Sec. 
721(a)(3)(B)): 


(a) Direct expenses through the ‘expenditure of which the said 
income for 1942 (Item 1-c) was derived, consisting of Selling 
Commissions and Expenses, including Advertising and Demon- 
strating—$90,000. 








~ 


325 
(b) Apportionment under Sec. 721(a)(3)(B) 

50, 
[The above method of apportionment is in conformity with the 
Regulations and the Code. See Reg. 112, Sec. 35.721-1-] 


6. “Net abnormal income”, as defined in Sec. 721(a)(3)....... ee eee P Pre .. $ 260,000 


Apportionment of net abnormal income to the years to which 
attributable, in accordance with the general rule prescribed in 
Sec. 35.721-7 of Reg. 112: 





x $90,000 = $ 65,000 













™N 


Apportionment of 
Net Abnormal 
Income in 













Development Expenses the ratio of 
‘ Percentage Development 
Year Amount of Total Expenses 
1937 .. .$ 25,000 25% $ 65,000 
1938 30,000 30% 78,000 
1939 . eee 25% 65,000 
1940 . 15,000 15% 39,000 






1941 5,000 5% 13,000 
1942 .. Res 













SVUSAL ... $100,000 100% $260,000 







[NOTE: For the purposes of this example, it is assumed that development of the processes, etc., commenced in 1937 


and ended in 1941, while sales of the goods in question began in the latter part of 1938. It is likewise assumed that no 
relief has been allowed under Sec. 722.) 
















Regulations’. So far as concerns the majority of Only the words exploration and prospecting have 
manufacturing corporations, the class of income with been omitted above. These words are intended to 
respect to which they are most likely to be entitled to bring clearly within this class that income which is 
relief is described as follows in Sec. 721(a)(2)(C): derived from the discovery and/or development of 
“Income resulting from . . . discovery . . . research, or Natural resources such as mineral deposits and oil 
development of tangible property, patents, formulae, or proc- wells. The legislative history of this section clearly 
esses, or any combination of the foregoing, extending over a shows, however, that it was intended that this class 
period of more than 12 months. of income should likewise include income that is de- 
rived by manufacturers from the development of 
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* Reg. 112, Sec. 35.721-2. 
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products and processes; the Regulations® confirm 
this fact. 


Computation of Net Abnormal Income 


The amount of “net abnormal income” of any class 
is to be determined by deducting, from the amount 
of income of such class for the taxable year, (1) 125% 
of the average amount of income of the same class 
for the preceding four taxable years ®, and (2) a cer- 
tain proportion of the direct costs and expenses, through 
the expenditure of which such income was derived ?°. 
This computation is shown by the example that is 
given in the accompanying Exhibit A. 


Apportionment of Income to Years to 
Which Attributable 


The amount of relief that is obtainable under Sec. 
721 depends directly upon the determination of the 
amount of the “net abnormal income” of the taxable 
year that is “attributable” to other taxable years. 
Obviously, the intention is that any such apportion- 
ment should be made in the light of the activities of 
the taxpayer that gave rise to such income. It should 
be borne in mind, however, that Sec. 721 contains no 
rule for making any such determination, but provides 
that it shall be made under Regulations to be pre- 
scribed by the Commissioner. 

The Regulations set forth the general principles 
that are to be followed in making such apportion- 
ment **, and also contain more specific rules and 
examples so far as concerns each of the six classes 
of income that are described in Sec. 721(a)(2)}*. The 
application of these principles and rules will be fur- 
ther discussed below. 


Example of Computation of Adjustment 
Under Sec. 721 (a) (2) (C) 


The accompanying example, Exhibit A, illustrates 
the computation of the adjustment that is to be made 
under Sec. 721, in the case of a manufacturer 
that derived income of the class described in Sec. 
721(a)(2)(C); that is, one that derived income from 
the discovery or development of a new or improved 
product or process. 

Each of the steps that is to be taken in making 
this computation is explained in Exhibit A. Having 
finally determined the portion of such income that is 
attributable to years other than the taxable year (in 
this instance, the year 1942), then the relief afforded 
by Sec. 721 is computed in the following manner: 

(1) the aggregate amount of such income as is 
attributable to other years is deducted from the excess 
profits net income of the taxable year 1942; and 

(2) the amount of the excess profits tax on the 


remainder of the excess profits net income for 1942 
is then computed; and 





—— 112, Sec. 35.721-7. 
“or the ,preceding taxable years since incorporation, if less than 


‘‘Net abnormal income.—The term ‘net abnormal income’ means 
the amount of the abnormal income less, under regulations pre- 
scribed by the Commissioner with the approval of the Secretary, 
(A) 125 per centum of the average amount of the gross income of 
the same class determined under paragraph (1), and (B) an amount 
which bears the same ratio to the amount of any direct costs or 
expenses, deductible in determining the normal-tax net income of 
the taxable year, through the expenditure of which such abnormal 
income was in whole or in part derived as the excess of the amount 
of such abnormal income over 125 per centum of such average 
amount bears to the amount of such abnormal income.’’ (Sec. 
721 (a) "),. CRC 


11 Reg. 112, Sec. 35.721-3. 
What Price Section 721 Relief 





(3) there is to be computed and added thereto the 
additional excess profits taxes for the years 1940 and 
1941, that would have resulted if the portion of income 
attributable to each of these years had been included 
in the taxable income for each of these years; 

(4) the sum of items (2) and (3) above, constitutes 
the excess profits tax liability for 1942, after having 
given effect to the provisions of Sec. 721. 

Of course, if the development, etc., had been com- 
pleted prior to the year 1940, then the entire amount 
of the “net abnormal income” would have been ex- 
cluded from the 1942 excess profits net income, and 
the tax on the remainder would have constituted the 
total excess profits tax liability for 1942 under Sec. 721. 


Relief for Manufacturers Under Sec. 721 (a) (2) (C) 


Any corporation that has an income that results 
from the discovery or development, by it, of a new 
or improved product or process (which income is of 
the “class” described in Sec. 721(a)(2)(C)) may be 
entitled to relief under Sec. 721; but only if, 

(1) the amount of such income for the taxable year 
meets the “125% test”; and, 

(2) all or a portion of any such income can be 

shown to be properly attributable to other taxable 
years. 
The first test obviously involves only a simple mathe- - 
matical computation that can be made readily, once 
the amount of income of this class for the taxable 
year, and for the four preceding years, has been 
determined. 

It is in the apportionment of the so-called “net 

abnormal income” of this class to other taxable years 
that considerable difficulty is likely to be encountered. 
The rules for making the apportionment of income of 
this class set forth and illustrated in the Regulations ** 
are clear and also relatively simple in theory. The 
general rule stated therein is as follows: 
“In general, an item of net abnormal income of the class de- 
scribed in this section is to be attributed to the taxable years 
during which expenditures were made for the particular ex- 
ploration, discovery, prospecting, research, or development 
which resulted in such item being realized, and in the propor- 
tion which the amount of such expenditures made during each 
such year bears to the total of such expenditures.” 


This paragraph of the Regulations then points out, 
however, that any such allocation is to be made 
according to the principles that are set forth in section 
35.721-3 (of Regulations 112), the significant portion 
of which reads as follows: 


“Items of net abnormal income are to be attributed to other 
years in the light of the events in which such items had their 
origin, and only in such amounts as are reasonable in the light 
of such events. To the extent that any items of net abnormal 
income in the taxable year are the result of high prices, low 
operating costs, or increased physical volume of sales due to 
increased demand for or decreased competition in the type 
of product sold by the taxpayer, such items shall not be 
attributed to other taxable years. Thus, no portion of an 
item is to be attributed to other years, if such item is of a class 
of income which is in excess of 125 percent of the average 
income of the same class for the four previous taxable years, 
solely because of an improvement in business conditions. In 
attributing items of net abnormal income to other years, par- 
ticular attention must be paid to changes in those years in the 
factors which determined the amount of such income, such as 
changes in prices, amount of production, and demand for the 
product. No portion of an item of net abnormal income is to 
be attributed to any previous year solely by reason of an invest- 
ment by the taxpayer in assets, tangible or intangible, employed 
in or contributing to the production of such income.” (Reg. 
112, Sec. 35.721-3.) 


It is in the interpretation and application of the 
foregoing that difficulty is most likely to be encoun- 


2 Reg. 112, Secs. 35.721-6 to -10 and Reg. 109, Sec. 30.721-7. 
13 Reg. 112, Sec. 35.721-7. 
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tered. Some of these difficulties will be further dis- 
cussed below. It is the writer’s belief, however, that 
many manufacturers who are legitimately entitled to 
obtain the relief that Congress intended to afford 
when it enacted Sec. 721, have either overlooked 
this possibility or have failed to cope successfully 
with the difficulties that must be overcome in order 
to obtain such relief. A substantial amount of relief 
in at least one such case has already been allowed in 
a proceeding before the Tax Court. 


Typical Difficulties Under Sec. 721 


The difficulties that are most likely to be encoun- 
tered by a manufacturer that claims relief under Sec. 
721, so far as concerns income derived from the de- 
velopment of products or processes, arise out of the 
negative limitations that are set forth in section 35.721-3 
of the Regulations. These limitations, in turn, center 
about the reference to: 

“high prices, low operating costs, or increased physical volume 
of sales, due to increased demand for or decreased competition 
in the type of product sold by the taxpayer”. 

Usually it is a relatively simple matter to establish 
the extent, if any, to which income in the taxable year 
results from high prices or from low operating costs, 
as compared with the preceding four taxable years. 
It is obvious, however, that in order to meet the 
“125% test” there must be an increase of more than 
25% in the amount of sales in the taxable year, as 
compared with the sales of the preceding four years. 
In almost every case, such increase must obviously 
be coupled with an increased demand for the product, 
since no manufacturer would take steps to acquaint 
his potential consumers with a newly developed prod- 
uct and thereby create a demand for it, until he were 
in position to supply the goods to meet such demand. 

Only in most exceptional cases, therefore, will it be 
possible to present evidence that the income that is 
derived in the taxable year from the sale of a new 
product developed by the taxpayer is not to any 
extent due to the increased demand for such product. 
However, if the case has real merit, it usually will be 
found possible to overcome, in whole or in part, any 
objections raised on this ground when the case is 
examined. It may be shown, for instance, that the 
volume of sales in the taxable year was greater than 
in previous years, to a certain extent, because of lim- 
ited productive facilities in the earlier years, while 
the annual or monthly rate of increase in such sales 
was much greater than that in the case of sales of 
comparable goods, either by the taxpayer or by the 
trade generally. These facts, and a showing that the 
demand in the earlier years made it impossible to 
accumulate adequate inventories, would go a long 
way towards establishing the correctness of the 
amount of income claimed to be attributable to the pre- 
vious years in which occurred the activities of the 
taxpayer which actually gave rise to such income. 

Another common difficulty results from the attempt 
of Revenue Agents to apply to all cases under Sec. 
721(a)(2)(C) the principles illustrated in the example 
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in the Regulations ** of a corporation which itself 
manufactured an article it had developed, and also 
licensed others to manufacture the same article. Be- 


cause of this example, Revenue Agents frequently © 


demand that the taxpayer supply evidence as to the 
amount of royalty income that it would have derived 
in the taxable year if it had not itself manufactured 
any of the product in question, but had licensed others 
to do so. This, of course, usually presents to the tax- 
payer the problem of proving what would have 
happened if it had done something it did not do! 
Methods of dealing with such a situation will readily 
suggest themselves. 


Another similar attack, based upon the same section 
of the Regulations, takes the form of a demand that 
the taxpayer prove the extent to which the gross 
profits from the sales of the product in question are 
attributable to the discovery or development, etc., by 
the taxpayer, as distinguished from a normal manu- 
facturing profit from its operations. This demand is 
not unreasonable, and should not be too difficult to 
comply with. One method of establishing the portion 
of the income attributable to the taxpayer’s develop- 
ment of the product is to ascertain what it would have 
cost to have had the goods made by some other manu- 
facturer. The excess of the actual gross profit realized 
by the taxpayer over the gross profit which it would 
have realized by means of such a procedure repre- 
sents the portion of such actual profit attributable to 
the taxpayer’s development of the product or process. 
If a reduction in the actual gross profit is made in 
this or any other manner, a similar reduction should, 
of course, be made for the four preceding taxable 
years in the same manner as for the current taxable 
year. 


Conclusion 


Not every manufacturer can claim excess profits 
tax relief under the provisions of Sec. 721, nor is it 
usually an easy matter for manufacturers to obtain 
the full amount of such relief to which they are actually 
entitled. Nevertheless, Sec. 721 does afford a prom- 
ising field that should be thoroughly canvassed by 
every manufacturer that is convinced that it can establish 
the fact that, without such relief, it would have to pay 
excess profits taxes upon income that arises out of, 
and may be properly attributed to, the activities of 
previous years. 

The very real advantages of dealing with facts in 
the case of Sec. 721 claims, compared with attempt- 
ing to prove theories and hypotheses for the purpose 
of Sec. 722 claims, cannot be over exaggerated. 

Under Sec. 721, relief has actually been obtained in 
a number of meritorious instances, though in every 
such case the path was beset by obstacles and diffi- 
culties. Those legitimately entitled to such relief 
are likely to find that the effort devoted to preparing 
and prosecuting claims for relief under Sec. 721 will 
result in substantial tax savings. [The End] 





14 Reg. 112, Sec. 35.721-7 first example. 





Scheduled for the November issue is an 
article entitled “Accelerated Amortization of 
Emergency Facilities—A Post-War Reserve” by Mr. Russell Bock of California. Mr. Bock 
will be remembered for his article in the July issue entitled “Elections vs. Simplification”. 


Mr. Thomas Witter Chrystie says, “it’s time to spook the Hallock ghost” in his interesting 
analysis of Helvering v. Hallock. 
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O A MUCH greater extent than ever before the 
papers and discussions at the recent Conference 
of the National Tax Association (St. Louis, 
Sept. 10-13) emphasized broad aspects of the relation 
of taxes to the national economy. 


One day was devoted to post war fiscal policies 
when the exponents of the various plans were there 
“in person” to explain them and to answer questions: 
Beardsley Ruml for the Ruml-Sonne plan, Sydney 
Houston for the Twin Cities Plan and Harold Groves, 
who not only explained his own theories and the re- 
cently published CED plan, but contrasted his views 
with those of the Committee. Roy Blough of the Tax 
Research Division of the U. S. Treasury then an- 
alyzed them. He showed that all were based on the 
premise that we must have a tax system to encourage 
full employment after the war, but they were very 
different. They varied in emphasis on promptness of 
paying off the debt and in importance of the various 
taxes. Some plans wanted heavy personal income 
taxes and merely nominal corporation taxes; others 
wanted reduced income taxes and corporation taxes 
of about 40% ; some favored federal sales taxes, others 
opposed them. 


Roy Blough’s Paper 


Mr. Blough emphasized the difficulties of changing 
from war to post war conditions and the probabilities 
of larger federal expenditures in view of increased 
navy and army costs, international obligations, addi- 
tional social security coverage and benefits, and pay- 
ments to veterans. While agreement is general that 
a high level of employment was associated with a 
high level of production, views diverge widely regard- 
ing the conditions under which the goals of high in- 
vestment and high consumption can be reached. 
Opinions differ too as to the part fiscal policy plays 
in economic adjustment. 


Basic requirements for rebuilding the peace time 
structure were also considered by Prof. Blakey in 
his presidential address at the closing banquet. He 
stressed the importance of stable international con- 
ditions, freedom of trade, harmonious relations be- 
tween management and labor so that there might be 
no friction in the operation of a complicated tech- 
nical economy. 


Chairman Doughton’s Paper 


The paper of Chairman Doughton of the House of 
Representative Committee on Ways and Means out- 
lined extensive plans undertaken by Congress for a 
study of postwar expenditure as well as revenue re- 
quirements, and a survey of tax proposals of many 


National Tax Association Conference 


A Report on the 


National Tax Association 
Conference 


By GLADYS C. BLAKEY 


Research Assistant, Federation of Tax Administrators 





James W. Martin 


labor and occupational groups representing a cross 
cut of interests. 

The Conference did not, however, neglect the usual 
consideration of local, state or other special tax prob- 
lems. Because Missouri’s Constitutional Convention 
was in session, one afternoon was devoted to a series 
of papers on various phases of tax and administrative 
problems of that state. Present indications forecast 
a highly centralized department of revenue for budget 
control and tax administration if the new Constitu- 
tion is adopted. 


Round Table Discussions 


Special problems were reserved for several evening 
Round Tables held simultaneously where small 
groups could enjoy greater freedom of discussion than 
possible in larger meetings. William G. Herzel, 
Director of Research and Statistics of the Kentucky 
Department of Revenue, arranged a program on cost- 
ing administration for those interested in research. 
At the meeting on federal problems a taxpayer’s view 
of Federal Tax Administration was presented by 
H. B. Fernald, an attorney from New York City, to 
which Normal S. Cann, Deputy Commissioner of In- 
ternal Revenue replied. At the Round Table on insur- 
ance taxation state methods were outlined by Edward 
L. Scheufler of the Missouri Insurance Department. 
Cost of compliance and interstate problems were an- 
alyzed by insurance men; the first by H. T. Svanoe, 
the second by Charles W. Tye. 


State Boards of Tax Appeals 


State Boards of Tax Appeals were represented by 
speakers from Wisconsin, Ohio and Massachusetts. 
The sessions devoted to taxation of retail trade and 
state tax administration also had excellent programs. 

Recent Supreme Court cases on taxing interstate 
commerce have complicated the problems of many 
states and many forms of business. This is particu- 
larly true of property of airline companies. Several 
special meetings were held to consider this problem in 
view of the recently appointed Congressional Com- 
mittee to advise the Civil Aeronautics Board. 

Registration at the Conference reached 689, repre- 
senting 41 states, the District of Columbia, and 
4 Canadian provinces. Dixwell Pierce, Secretary of 
the California Board of Equalization, succeeded Roy 
G. Blakey as President ; James W. Martin of the Uni- 
versity of Kentucky succeeded Mr. Pierce as Vice 
President. Treasurer Robert J. Eby of New Rochelle, 
New York and Secretary Raymond E. Manning of 
Washington, D. C., were continued in office. 


[The End] 
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STATE TAXES AND THE WAR 


RODUCTION for this country’s offensive on all 

war fronts lay behind the new record of State tax 

collections. It seems likely, however, that tax 
revenue will increase at a much slower rate, or even 
decline, by June 30, 1945; one indication is that the 
Federal Reserve indexes of industrial production have 
fallen off from a peak reached in the late fall of 1943; 
another indication is that the Department of Com- 
merce index of income payments probably reached its 
high in February 1944. 


Motor Vehicle Fuel Taxes 


The return from the universally used gasoline tax 
continued to decline during the 1944 fiscal year, 
though at a slower rate than from 1942 to 1943. In- 








except rationed trucks. However, predictions of mo- 
tor vehicle scrappage have turned out to be overly 
pessimistic, and people today are driving cars as long 
as they hold together; also with money in the pocket 
and with the outright need for transportation, many 
a license is being renewed when due even though 
there is the chance that the car might become un- 
usable within the 12 months following. 


Alcoholic Beverage Sales Taxes 


Taxes on the sale of alcoholic beverages constituted 
the only category with collections above 100 million dol- 
lars which reversed an upward trend of several years. 
This change resulted from the growing influence of 
the full conversion of distilleries to industrial alcohol 





mma manth wut Boe 


S 
deed in 8 States, collections were larger during this past production in October 1942, particularly noticeable in d 
fiscal year than in 1943. Heavy movements of freight Kentucky and Missouri. With distilling terminated, it p 
by trucks, crowded buses, constant use of private was but a matter of time until warehouse supplies began - 
automobiles in war centers lacking sufficient public to be depleted, which in turn led to rationing and hoard- d 
transportation, busy air lines—all of these uses of ing in retail trade. It is possible that during the 1945 t 
motor fuel helped somewhat to counterbalance the fiscal year alcoholic beverage sales taxes will again d 
rationing of gasoline and the scrapping of motor bring larger State revenues, because supplies will be ‘ 
vehicles. However, it seems probable that the de- renewed from distilleries permitted to operate for a 
mands of mechanized warfare on a grand scale will civilian consumption during August 1944, and there ‘ 
force a continuation of the decline in civilian con- can be little doubt but that buyers of liquor are urged t 
sumption of motor fuel and even accentuate it during more by the money in their pockets than restrained 

the 1945 fiscal period. by the high prices resulting from Federal and State ] 


Motor Vehicle and Operator Licenses 


Although gasoline tax revenue was less, State col- 
lections from motor licenses for 1944 were slightly 
above the 1943 figure, declines in 20 States being more 
than offset by an increase in the majority of States. 
This stability was somewhat surprising because cars 
are going to the scrap heap and on to the steel furnaces, 
with no factory replacements for civilian purposes 
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excises. 








This material is based upon a preliminary report of the 
U. S. Department of Commerce on State Finances pre- 
pared by V. J. Wyckoff and prepared under the direction 
of E. R. Gray, Chief, Governments Division. 
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Corporation Income Taxes 











In contrast with imposts on motor fuel, motor li- 
censes, and alcoholic-beverage sales, most taxes gave 
higher yields in 1944 than in 1943. Of taxes with col- 
lections over 100 million dollars, the most conspicuous 
gain—26 percent—was made by taxes on corporation 
incomes. Among the States which gave corporate 
income tax figures separate from individual income, 
8 States had increases of over 25 percent; in contrast, 
collections from this base were less than the prior 
year for Kentucky, Montana, Oregon, Rhode Island, 
and Virginia. An estimated separation of a corporate 
figure for Maryland also showed decreased collections. 
Collections in New York State alone made up about 
32 percent of all separately reported corporate income 
tax revenue. 

It is significant to note that the rate of increase for 
total corporate income tax revenue was about the 
same as 1943 over 1942; it was considerably less than 
the 42 percent increase of 1942 over the 1941 sum. 


State Tax Collections by 


Total tax collections: 
Including unemployment compensation..... 
Excluding unemployment compensation...... 


General sales, use, or gross receipts......... 
Motor vehicle fuel sales.......ceccccccsccccece 
Alcoholic beverage DUG ta<weeeseeepebeceewnen 
Tobacco product SaleS..ccccrccccccccccccccccecs 
Motor vehicle and operator licenses............ 
Alcoholic beverage licenses......sseccscccccces 
Individual income...cccccccccccccscccccsccssces 
Corporation Ancome...ccccccccccccccccccvesceces 
Death and gift. cccccccccccccccccccccccceccccces 
SOVETANCE. cc ccccccccccccccccscccccccccccccceccs 
Other, except unemployment compensation “...... 
Unemployment compensation tax....cscrcccscccees 


2 References: 


below. 





Several conditions account for this change in rate 
despite the continued wartime business activity. In 
particular there were declines in construction of army 
camps and new war plants, there were higher pro- 
duction costs during the 1944 fiscal period, war con- 
tracts were renegotiated when profits were large, 
deduction of the Federal income tax was permitted by 
a majority of States using this base, and the repeal 
of the corporation income tax in South Dakota as well 
as rate reductions in a half-dozen other States restrained 
the tax yield from corporate net incomes. 


Individual Income Taxes 


The gain in individual income tax collections was 
15 percent over the 1943 figure, slightly less than the 
rate of change of 1943 over 1942. Since 1939, revenue 
from this source has been larger each year, though 
growing at a slower pace than that of the corporate 
income tax. On a State-by-State basis the largest 
increase (157 percent) in 1944 over 1943 was experi- 
enced by Arkansas, closely followed by New Mexico; 


State Tax Collections in 1944 


in contrast, Delaware, lowa, New Hampshire, Ore- 
gon, Wisconsin, and Maryland (estimated segregation) 
had smaller collections in 1944 than in 1943. 


Major Sources: 1937-1944 


For 1944 see this report; for prior years see the final edition of the annual reports of the Bureau of the 
Census on State finances for the respective years, and table 5 in "State Tax Collections: 1941" (February 1942). Changes in tax 
classification during this 8-year period necessitated a somewhat different arrangement from that in table 1; also see note 4 
The amounts for 1944, 1945, and 1942 consist of collections for the fiscal years of the respective States ended within 
the 12 months prior to July 1; for prior years the basic period was the calendar year. 
2See table 1, footnotes 3-6, for minor incomparabilities in 1944 of four specific taxes. 
5 The division of local shares between individual and corporation income is an estimate. 
“ Includes taxes from the following sources: insurance gross premiums, public utility gross receipts, pari-mutuels, admission 
and amusement sales, soft-drink sales; licenses for corporations in general, alcoholic beverages, hunting and fishing, occupa- 
tions, chain stores, amusements, and race tracks; poli, documentary and stock transfers, and miscellaneous taxes. 





Only a few modifications of income tax laws were 


made by legislatures meeting in 1944. Mississippi 
reduced rates, and several States exempted varying 
amounts of income of members of the armed forces 
and auxiliary services. But previous legislation was 
effective, such as the repeal of the income tax laws 
in South Dakota and West Virginia and reduced rates 
in California, Iowa, Maryland, New York, Oregon, 
and Pennsylvania. These changes, together with de- 


ductions of Federal taxes in a number of States and 
rather liberal State exemptions, have kept the revenue 
from this source from advancing as rapidly as has 
the national income in the last three years. 


General Sales and Related Taxes 


Collections from the general sales, use, or gross 
receipts taxes continued to climb, with an increase of 
















































7.5 percent over 1943, which continued the gain of 
6 percent of 1943 over 1942. Though only 25 States 
levied this tax, it proved very profitable even when 
compared with the universal motor fuel taxes and 
offered about 300 million dollars more than the widely 
used corporation income tax. Unprecedented purchasing 
power combined with rising prices continued to make 
the general sales tax a generous source of State in- 
come. Some recent changes in laws have been made, 
such as Delaware’s enactment of the 1 percent gross 
income tax (effective January 1, 1943) and Califor- 
nia’s rate reduction from 3 percent to 2.5 percent. 


Tobacco Products, Insurance Premiums, and 
Utility Gross Receipts Taxes 


Tax collections from these three bases were higher 
at the close of the 1944 fiscal year than in 1943; 
tobacco gained considerably more than from 1942 
to 1943, but insurance premium taxes and public 
utility receipts taxes had smaller gains. The sale of 
tobacco products — predominantly cigarettes — to 
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civilians was rationed by the larger companies; 
however, as far the evidence of tax collections 
is concerned, the rationing was not severe; nor did 
people stop smoking rather than turn to other brands 
during short periods of scarcity. New tobacco taxes 
in Delaware, Florida, and New Mexico added sub- 
stantially to the revenue of these 3 States, and to the 
national total. 

Favorable conditions for insurance companies con- 
tinued to be reflected in larger collections from the 
taxation of gross premiums. Wartime demands for 
the various services of railroads and other public 
utilities brought a gain of about 9 percent in 1944 
taxes, noticeably less than the 16 percent of 1943 
compared with 1942—a possible forecast of the level- 
ing off of industrial production. 


Property Taxes 


Revenue from the traditional property tax con- 
tinued the slow downward movement which had been 
started in 1943. Although there are no indications 
that there will be many revisions in State property 
tax laws during the war period, the post-war years 
will probably record an increasing relegation of this 
tax source to local units of government. 


Unemployment Compensation Taxes 


In absolute amount the pay roll tax, which is imposed 
by the Federal Government and by the laws of every 
State, easily led the list, with collections of 1.3 billion 
dollars. Because the money is deposited in a Federal 
trust account, States frequently do not emphasize this 
levy as a part of their tax systems. Correlated as are 
the collections from this tax with business activity, 
the increase of 12.5 percent over 1943 may well mark 


a peak coincident with that reached by industrial 
production within the 12 months from July 1943 to 
June 1944. Wisconsin led the list with a gain of 79 
percent over 1943; 6 other States had collections from 
31 to 43 percent above the 1943 figures. In spite of 
the continued gain of unemployment compensation 
revenue, 19 States received less money during the 
1944 fiscal year than in 1943, and of these 19 States, 
Delaware, Massachusetts, New Hampshire, and South 
Carolina experienced the second consecutive year of 
declining contributions. 

During calendar 1943 war-risk contribution provi- 
sions were incorporated in the unemployment com- 
pensation laws of 10 States, adding to the amounts 
collected by those States from employers whose pay 
rolls expanded greatly during the war period. 


Other Taxes 


The general franchise or privilege tax on corpora- 
tions continued to give dependable returns, with col- 
lections in 1944 about 7 percent above the previous 
high of 107 million dollars in 1943. Alcoholic-beverage 
licenses again declined slightly, reflecting further 
contraction of civilian business. Hunting and fishing 
license collections gave way as men entered the armed 
services and restrictions continued on the purchase 
of ammunition and the use of gasoline for pleasure 
driving. 

The variable collections from death and gift taxes 
showed a slight gain in the total during 1944, the 
result in part of gains of several million dollars in 
California, New Jersey, and Pennsylvania; about half 
of the States, however, received smaller revenue from 
these sources. Severance tax collections were de- 
creased by a decline in Minnesota and the invalidating 
of the Illinois crude oil production tax. [The End] 


<> 


Income Payments to Individuals 








MONTHLY INCOME PAYMENTS 





July June July First seven months 

1944 1944 1943 1944 1943 1929 
Total income payments (Millions of dollars) 12,892 13,499 11,846 88,595 79,7<8 39,973 
Adjusted index, total (1935-39= 100) 232.4 232.6 213.4 230.4 207.0 103.3 
Salaries and wages (Millions of dollars) 9,166 9,201 8,399 63,322 57,044 25,948 
Adjusted index Salaries and wages(1935-39=100) 259.4 257.0 238.1 255.4 229.5 104.9 
Dividends and interest (Millions of dollars) 885 1,512 873 6,055 5,634 4,995 
Entrepreneurial income and net rents 

and royalties (Millions of dollars) 2,353 2,296 2,262 15,925 14,958 7,362 

Direct relief (Million of dollars) . 78 78 77 549 549 629 
Other income payments (Million of dollars) 410 412 235 2,744 1,553 1,039 





NCOME payments to individuals in the United 
States totaled $12,892 millions in July, according 
to Secretary of Commerce Jesse Jones. This was 

9 percent higher than the $11,846 millions paid out 

in the same month a year ago. 


The July total was 5 percent less than in the previ- 
ous month with most of the decline due to seasonal 
changes, centering in the usual June-July drop in divi- 
dend and interest disbursements. After allowance for 
seasonal influences, the Commerce Department’s 
index of total income payments declined fractionally, 
from 232.6 in June (revised) to 232.4 in July 
(1935-39= 100). 
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Wage-and-salary payments by private industry 
showed an increase during July, despite the further 
curtailment of payrolls of industries engaged pre- 
dominantly in war production. However, a sharp 
decline was registered in agricultural income pay- 
ments during July while a slight rise in the nonagri- 
cultural portion of total income was made. The 
decline in the agricultural component reflects pri- 
marily an 8 percent drop in the Department of Agri- 
culture’s index (seasonally adjusted) of cash income 
from farm marketings. The principal factor in the 
advance of nonagricultural income payments is found 
in the continued expansion of government payrolls, 
dominated by pay of the armed forces. 
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Postwar Tax Suggestions 


By RICHARD DEUTSCH 
C.P.A. in Little Rock, Arkansas 


HE PABST Brewing Company, Milwaukee, 
Wisconsin, recently announced the winners in its 
$50,000 Postwar Planning contest. The winner 
of the $25,000 award was Herbert Stein, chief of the 
Economic Analysis Section of the War Production 
3oard. Winner of the second prize, a $10,000 award, 
was Leon H. Keyserling, General Counsel for the Na- 
tional Housing Administration. There were 15 other 
awards of $1,000 each. 

It is significant from a taxation standpoint that the 
17 winners were almost exclusively high ranking Fed- 
eral government officials. A survey of the 17 prize 
winning proposals shows that five of the 17 contestants 
did not give any consideration to taxation in their 
post-war plans. Twelve did so. Among these twelve 
contestants who consider taxation as an effective tool 
in post-war employment planning are five who give only 
g-neral outlines while seven others submit specific plans. 

All the twelve tax minded contestants show the 
general trend of post-war tax plans away from cor- 
porate taxation and toward higher or modified individual 
taxation. Three contestants, including the winner of 
the first award, Herbert Stein, advocate abolishing the 
excess profits tax only, the seven others recommend 
reduction or modification of corporate ‘taxes, two of 
them recommend exemption of dividends from cor- 
porate taxation. 

Several contestants seek to establish an equalization 
in individual income taxes by averaging the yearly 
net income over a period of five years. One contestant 
even goes so far to ask for a flat rate in individual 
income taxation, hoping that such a flat rate would 
operate as an incentive to investors and enterpreneurs. 
Only very few contestants who recommend tax reduc- 
tions also consider the effect on the federal budget. 
Some of those who do, recommend an increase in 
individual income tax rates to compensate for the 
loss on corporate taxes. Others may be called “tax 
manipulators”, believing in “flexible” tax systems 
using taxation as a means to maintain an economic 
equilibrium and encourage and discourage investment 
just as the needs may be. One may well ask, do these 
contestants reflect Federal government ideas on post- 
war tax plans. 

The prize winners also seek to discourage the “hiding” 
and withholding of savings and the indirect invest- 
ments. Elimination of tax exemption of government 
bonds is recommended for this purpose. They also 
propose, quite generally, the elimination of excise 
taxes, perhaps only exempting the alcohol tax. 

One contestant recommends the adoption of the 
“Australian” system of tax integration, absorbing all 
income taxes, federal and state, into one single income 
tax and to distribute the collections of this tax among 
the Federal government and the states according to 
some ratio which would have to be established. This 
system had, before Hitler, found its way also into 
some European states, for example into Austria where 
it was the cause of never ceasing political fights be- 
tween the Austrian government and the states. 

The tax man will admire the efforts of all partici- 
pants to encourage and foster considerate post-war 
tax planning. That some contestants failed in their 
technical treatment of taxation should not prevent us 
trom giving their ideas careful consideration. 


Pabst Postwar Tax Suggestions 


Among the many interesting details developed by 
some of the contestants, detailed mention should be 
made of the tax reform ideas of Herbert Stein, the 
$25,000 winner. Mr. Stein proposes: 

1. To maintain war time taxation level during the transi- 


tion period to prevent runaway inflation and to make 
government price control unnecessary. 


2. Reduce surtax rates in the highest surtax brackets. 
3. Average income over a period of five years. 
4. Eliminate the tax exemption privilege of government 


bonds. 
5. Abolish excise taxes except those on monopolistic goods. 
6. Increase the income tax rates in the middle brackets. 


7. Substitute corporate income and excess profits taxes 
by a tax on stockholders income. (‘This will require alloca- 
tion of all corporate earnings to stockholders, but not neces- 
sarily full distribution.’ 


8. Existing tax loopholes should be closed. 

9. Government budgetry and monetary policy should be 
directed to stabilizing within narrow limits the movements 
of some general level of prices by operating at a deficit to be 
created by a combination of increased expenditure and re- 
duced taxes, the surplus to be created the other way round. 
(“It is important to recognize the role of adjusting taxes in 
his process.”) 

There is, of course, a contradiction in purpose by 
trying to increase taxes in the middle brackets and 
decreasing them in the highest brackets. This would 
simply make the middle class taxpayer pay the bill. 
It might even wipe out middle class taxpayers. How, 
in practical life, the substitution of corporate taxes by 
a tax on stockholder’s distributive share should be 
coordinated with reinvestment of corporate profits 
which, obviously, is a part of every and any post- 
war employment plan, is a puzzle. Obviously the 
shareholders pay the tax and the corporation invests 
the money which the shareholders may never see. 


It is also a common favorite to ask for the closing 
of loopholes. Those who have had practical experience 
in tax work know that the Treasury has, in this 
respect, done a rather efficient job in the past and they 
also know that a general recommendation to close 
loopholes without specific indication where they are 
can hardly serve its purpose. 


It is generally recognized that it is rather dangerous 
to tinker with taxation and taxes in a strictly political 
way or to let them serve non-fiscal purposes. Price 
control through taxation does not take into considera- 
tion that there can be several sudden ups and downs 
in the price levels during critical periods and that 
one can not simply, in a jumpy way, increase or de- 
crease tax rates at will, not to mention the timely 
interval between assessment and payment of taxes 
with collections made usually several months after 
the enactment of a new law or a new rate. Corpora- 
tions are not even on a pay-as-you-go basis and there 
tax payments may and will be months behind the 
oscillating schedule or tax index. 

Everything is dynamic these days and the more 
dynamic the plan the more sensational it will appear. 
Unfortunately it is not recognized to the same degree 
that the best tax system is one that is clear, simple, 
steady and consistent in its principles and its appli- 
cation. Not one of the prize winners had presented 
ideas in that direction. However, the Pabst Brewing 
Company is to be sincerely congratulated for advanc- 
ing the idea of the contest and for providing such 
worthwhile awards. That it has stimulated earnest 
thinking on such a vital problem as the postwar 
period is itself a worthwhile result. There were 37,767 . 
people who thought about the problem earnestly enough 
to enter the contest. [The End] 
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market for beer. 
fully regained. 

These facts are outstanding in the case for relief of 
each member of the brewing industry. The earnings 
of American brewers during the base period years 
1936 to 1939, inclusive, were adversely affected by the 
continuing destructive effects of National Prohibition, 
which existed from 1920 through 1933. Subsequent 
to the legalization of 3.2 percent beer on April 7, 1933, 
and the repeal of National Prohibition on December 
6, 1933, the American brewing industry has been en- 
gaged in re-establishing the taste for beer, and in 
developing the necessary thought and habit patterns 
required to fit beer drinking into the folk-ways and 
fast tempo of present-day American life. 

The available evidence indicates that this task has 
not yet been completed. Per capita consumption of 
beer in the United States has risen from eight gal- 
lons in the fiscal year ended June 30, 1934 to eighteen 
gallons in the fiscal year ended June 30, 1944. The 
present plans of brewers to further expand capacity 
in the post-war period indicate that this trend may be 
expected to continue. 

The base period years 1936-1939 were years of 
growth and development of the brewing industry 
directed toward the re-establishment of a normal market 
for beer. The average annual per capita consumption 
during this period amounted to less than thirteen gallons. 

Prior to prohibition, the normal annual per capita 
consumption of beer in the United States was twenty 
gallons. The average annual per capita consumption 
during the five-year period 1910-1914 was relatively 
stable at between twenty and twenty-one gallons, 
despite the fact that this period contained a complete 
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cycle of prosperity and depression. A period of thirty 
years, from 1880 to 1910, had been required to attain 
this normal level. Per capita consumption rose 
steadily from eight gallons in 1880 to twenty gallons 
in 1910, and then remained relatively constant at the 
twenty gallon level. 

It is interesting to note that, although business 
conditions were better in 1910 than in 1911, the per 
capita consumption of beer was higher in 1911 than 
in 1910; that although business was better in 1912 
than in 1911, beer consumption was higher in 1911 
than in 1912; and that, although business was better 
in 1912 than in 1913, beer consumption was higher in 
1913 than in 1912. In 1914, both business and beer 
consumption moved down together. It appears rea- 
sonable to conclude that the relative stability of per 
capita beer consumption during the period 1910-1914, 
despite a complete business cycle of prosperity and 
depression, indicates that the average annual per 
capita consumption of between twenty and twenty- 
one gallons during that period represented a normal 
consumption of beer in the United States under the 
then existent conditions of habit, taste, age of popu- 
lation, national background of population, and distri- 
bution of population between urban and rural areas. 
The important factors of habit and taste were probably 
principally responsible for the relative stability of beer 
consumption in the face of both prosperity and depres- 
sion. It is these habits and taste factors which the brew- 
ing industry has attempted to re-establish since repeal. 

The rapidity of the present growth in consumption 
from eight gallons per capita in 1934 to eighteen gal- 
lons in 1944 is notable, since a similar growth in con- 
sumption prior to prohibition required twenty-five 
years, from 1880 to 1905. The rapidity of the present 
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growth in consumption may be attributed primarily 
to the strenuous advertising efforts employed by the 
members of the brewing industry. in their efforts to 
re-establish the normal market for beer. Despite the 
undoubted stimulus to the growth trend resulting 
from abnormally high Federal expenditures during 
the fiscal years 1942-1944, the available evidence indi- 
cates that the full normal market for beer had not yet 
been re-established during the fiscal year ended June 
30, 1944. 


National Prohibition as a Ground for Relief 
The Code subsection 722(b)(1) reads as follows: 


[The excess profits tax shall be considered to be excessive 
and discriminatory if the taxpayer’s average base period net 
income is an inadequate standard of normal earnings because—] 

(1) in one or more taxable years in the base period normal 
production, output, or operation was interrupted or diminished 
because of the occurrence, either immediately prior to, or 
during the base period, of events unusual and peculiar in the 
experience of such taxpayer, 


The questions which must be answered before Na- 
tional Prohibition may be regarded as a valid ground 
for relief under subsection 722(b) (1) are: 


(1) Was National Prohibition an event which 
occurred immediately prior to the base period? 


(2) Was National Prohibition an unusual and 
peculiar event? 


(3) Did National Prohibition result in a dimi- 
nution of the taxpayer’s production, output, or oper- 
ation during the base period years 1936-1939? 

(4) Was National Prohibition an “economic” 
event for which relief is provided under subsection 
722(b)(2) rather than subsection 722(b) (1)? 


Relative to these questions, Regulations 112, issued 
by the Commissioner of Internal Revenue, offer the 
following guidance: 


(1) An event is deemed to occur immediately prior to the 
base period if under normal circumstances the effect of such 
event would not be fully manifested until a year in the base 
period and such effect is directly related to such occurrence. 

(2) An event is unusual and peculiar in the experience of 
the taxpayer if its occurrence is not ordinarily encountered 
in such experience. 

(3) Regulations 112 provides that an unusual and peculiar 
event occurring immediately prior to the base period will be 
deemed to have diminished taxpayer’s production, output, or 
operation during the base period, provided that taxpayer’s 
production, output, or operation during the base period is 
less than normal directly because of such event. “Normal” 
production, output, or operation is defined as “the level of 
production, output, or operation which would have been 
reached had the unusual and pe- 
culiar events not occurred. 


(4) Unusual and peculiar events 
contemplated in section 722(b) (1) 
consist primarily of physical rather 
than economic events or circum- 
stances . . . such events would 
not include economic maladjust- 
ments such as . . . unusually low 
physical volume of sales owing to 
low demand However, a 
diminution in the taxpayer’s pro- 
duction caused by a low demand 
for the product of the taxpayer 
resulting from the effects of war 
conditions in the country in which 
the taxpayer sold a_ substantial 
portion of its products may be an 
event which might form the basis 
of a claim for relief under Section 
722(b) (1). 


In the light of Regulations 
112, there appears to be no 
question that, under subsec- 
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tion 722(b)(1), National Prohibition is an unusual 
and peculiar event which resulted in a diminution of 
the production, output, and operation of the members 
of the brewing industry during the base period. 

However, even in the light of Regulations 112, two 
of the questions remain: 

1. Was National Prohibition an event which oc- 
curred immediately prior to the base period? 


2. Was National Prohibition an “economic” event 
for which relief is provided under subsection 722(b) (2) 
rather than subsection 722(b) (1)? 


With respect to the first of these two questions, 
the difficulty lies in the following wording of the 
regulations: 

’ would not be fully manifested until a year 
in the base period. 


The word “manifested” means “to show plainly ; to 
make to appear distinctly”. (See Webster’s New In- 
ternational Dictionary.) The adverse effect of Na- 
tional Prohibition upon the base period production, 
output, and operation of the members of the brewing 
industry “showed plainly and was distinctly ap- 
parent” during the base period years because the sales 
of the members of this industry in such years were 
substantially and measurably less than a fair and con- 
servative estimate of what sales would have been had 
National Prohibition not existed. 

There therefore remains but one question in clear- 
ing National Prohibition as a valid ground for relief 
under subsection 722(b) (1): 


“Is National Prohibition an ‘economic’ 
event for which relief should be sought under 
subsection 722(b)(2) rather than subsection 
722(b) (1) ?” 

The wording of the Regulations indicates that the 
Treasury Department would regard National Prohi- 
bition as an “economic” event because it resulted in 
an “unusually low physical volume of sales owing to 
low demand”. However, doubt is cast upon this con- 
clusion by the citation in the Regulations of the “war 
conditions” example quoted above, which the Treas- 
ury Department tentatively advanced as a proper 
ground under subsection 722(b)(1), despite the fact 
that the event of “war conditions” resulted in a low 
demand and, concomitantly, a low physical volume 
of sales. It is therefore apparent that no definite con- 
clusion can be drawn as yet as to whether National 
Prohibition is an event for which relief is to be 
granted under the provisions of subsection 722(b) (1), 
or whether, on the other hand, National Prohibition 
is an “economic” event for which relief is to be 
granted under the provisions of subsection 722(b) (2). 


Subsection 722 (b) (2) 


The Code provision reads as follows: 


[The excess profits tax shall be considered to be excessive 
and discriminatory if the taxpayer’s average base period net 
income is an inadequate standard of normal earnings because—] 

(2) The business of the taxpayer was depressed in the 
base period because of temporary economic circumstances un- 
usual in the case of such taxpayer or because of the fact that 
an industry of which such taxpayer was a member was 
depressed by reason of temporary economic events unusual 
in the case of such industry, 


The questions which must be answered before Na- 
tional Prohibition may be regarded as a valid ground 
for relief under subsection 722(b) (2) are: 


1. Was National Prohibition a temporary event? 
445 










































































































































































































































































































































































































































































































































































































































































































































































2. Was National Prohibition an unusual event in 
the case of the American brewing industry? 

3. Did National Prohibition depress the base 
period earnings of the members of the brewing in- 
dustry below normal? 

4. Was National Prohibition an economic event? 


Relative to these questions, Regulations 112 offer 
the following guidance: 


1. Only those economic circumstances which were tem- 
porary in the sense that they had little perceptible effect upon 
the long run prospects of a business, and which affected the 
taxpayer alone or an industry of which it was a member as 
distinguished from those economic events which were of a 
chronic or continuing character or which affected business in 
general, may furnish a basis for a claim for relief under sec- 
tion 722(b)(2). An economic circumstance is temporary de- 
pending upon the character and nature of such circumstances 
rather than upon the mere length of time of its existence. 


2. As in the case of unusual and peculiar physical events 
interrupting or diminishing production, output, or operation 
., a temporary economic circumstance is unusual in the 
case of . . an industry if its occurrence is not ordinarily 
encountered in the experience of such . . . industry. 


3. An example illustrating [subsection 722(b)(2)] might 
be a taxpayer which for a long period of years conducted 
business with one customer which it lost during the base 
period. . The taxpayer would be compelled to develop 
a new market. The average earnings of the taxpayer for the 
period of time during which the taxpayer was engaged in 
obtaining new customers would not represent an adequate 
standard of its normal earnings and would be sufficient cause 
for the establishment of a constructive average base period 
net income under section 722. 


4. For the purposes of this subsection a business shall be 
considered to be depressed if it realized low earnings .. . 
which resulted from such factors as a low volume of output 
of products . . ., from a low volume of sales. . . . 

In the light of Regulations 112, there appears to be 
no question that, under subsection 722(b)(2), Na- 
tional Prohibition was an unusual event in the case 
of the American brewing industry; that National 
Prohibition is to be regarded as a temporary rather 
than a chronic event because it has had little per- 
ceptible effect upon the long run prospects of the 
business; and that National Prohibition did depress 
the base period earnings of the members of the brew- 
ing industry below the normal level that would have 
been attained had National Prohibition not existed, 
in view of the long period of time required to re- 
establish the taste for beer and to develop new habit 
patterns. 


An Economic Event 


. However, even in the light of Regulations 112, one 
question yet remains: 


Was National Prohibition an economic event? 


Were it not for the citation of the “war conditions” 
example as a possible ground for relief under sub- 
section 722(b)(1), the Treasury Regulations would be 
clear authority for classifying National Prohibition 
as an economic event. Inasmuch as National Prohi- 
bition affected the production and consumption of 
beer and other alcoholic beverages, it would seem that, 
as a matter of common sense, it would properly be 
classified as an economic event. But in the presence 
of the “war conditions” example, this reasoning is not 
conclusive, since in that example war conditions were 
stated to have had an adverse effect upon consump- 
tion and volume of sales, yet these conditions were 
regarded as a proper ground for relief under subsec- 
tion 722(b)(1) rather than subsection 722(b)(2). It 
is to be noted that this “war conditions” example is 
not contained in either the House Ways and Means 
or the Senate Finance Committee reports accompany- 
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ing the Revenue Act of 1942, and it is therefore quite 
possible that this particular example is a relic of Sec- 
tion 722 as it stood prior to the amendment by the 
Revenue Act of 1942 to include “economic” events 
as a proper ground for relief. Prior to the 1942 Act, 
“economic” events were specifically excluded as 
grounds for relief. The question as to whether Na- 
tional Prohibition is to be regarded as an economic 
event falling within the terms of subsection 722(b) (2) 
or whether it is to be regarded as an event other than 
economic to be included within the scope of subsec- 
tion 722(b)(1) must therefore remain undecided until 
further departmental or Tax Court interpretation. 


It is to be noted, of course, that under the Treasury 
Department’s interpretation of Congressional intent, 
there is little or no point in arguing at length the 
question as to whether National Prohibition was or 
was not an “economic” event. If it was “economic”, 
and otherwise qualifies, it constitutes a valid ground 
for relief under subsection 722(b) (2) ; if not, but other- 
wise qualifies, it constitutes a valid ground for relief 
under subsection 722(b)(1). Since the requirements 
as to the method of eliminating the adverse effects of 
National Prohibition in the determination of fair and 
just normal earnings would appear to be the same 
under both sections, this last remaining question loses 
its practical significance and becomes nothing more 
than an academic problem in semantics and nice legal 
interpretation. 


Subsection 722 (b) (5) 


The Code reads as follows: 


[The excess profits tax shall be considered to be excessive 
and discriminatory if the taxpayer’s average base period net 
income is an inadequate standard of normal earnings because—] 


5. of any other tactor affecting the taxpayer’s business 
which may reasonably be considered as resulting in an inade- 
quate standard of normal earnings during the base period and 
the application of this section to the taxpayer would not be 
inconsistent with the principles underlying the provisions of 
this subsection, and with the conditions and _ limitations 
enumerated therein. 

The above-quoted subsection, if allowed to remain 
unchanged, may result in some classic examples of 
statutory interpretation by the Tax Court. As the 
subsection now reads, it would appear to be a nullity 
because, if the “conditions and limitations” of subsec- 
tions 722(b)(1), (2), (3), or (4) are met, taxpayer has 
a valid claim for relief under section 722(b)(1), (2), 
(3), or (4) rather than under 722(b)(5). The word 
“inconsistent” may hold the key ‘to the solution of the 
difficulty, but it is difficult, if not impossible, to conceive 
that an application of 722(b)(5) would “not be incon- 
sistent” with the conditions and limitations of 
722(b) (1), (2), (3), and/or (4) unless such conditions 
and limitations are met. 

The confused thinking of the legislature in regard 
to this subsection is indicated by the example con- 
tained in the Senate Finance Committee report accom- 
panying the Revenue Act of 1942. The example cites 
a distillery organized in 1935 which was engaged 
during the greater part of the base period in aging its 
product for sale. According to the Senate Committee, 
this situation calls for relief under 722(b) (5), rather 
than under 722(b)(2). As Mr. Thomas Tarleau, 
formerly Legislative Counsel of the Treasury De- 
partment, points out, the taxpayer under the facts 
stated is clearly entitled to relief under 722(b) (4). 

Nevertheless, despite the fact that 722(b)(5) appears 
to be a nullity, Congress clearly did not intend it to be 
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such. It is quite possible that the Tax Court will 
follow the apparent legislative intent. Since the ex- 
ample cited by the Finance Committee is so closely 
related to the factor of National Prohibition as a 
ground for relief, 722(b)(5) may under Tax Court 
determination be found to be the proper subsection 
under which National Prohibition is to be regarded 
as a valid ground for excess profits tax relief. 

It appears certain that National Prohibition consti- 
tutes a valid ground for relief for members of the 
brewing industry under 722(b) (1), (2), or (5). In the 
writer’s opinion the ultimate choice of any one of 
these as the correct subsection is without practical 
significance, since the general method of determining 
the constructive average base period net income is the 
same under all. It is, of course, important in the 
present state of uncertainty that the taxpayer advance 
all three subsections as the basis for its claim. 


Reconstruction of Base Period Earnings 


Since National Prohibition constitutes a valid 
ground for relief under the statute let us examine the 
steps necessary to the reconstruction of normal base 
period earnings in order to eliminate the adverse 
effects prohibition brought about in the brewing in- 
dustry. 


The annual average per capita consumption of 20.6 
gallons during the five year period 1910-1914 is used 
as the basis for determining normal per capita con- 
sumption, since the relative stability of consumption 
during such period indicates that consumption at that 
level was normal under the then existing conditions. 

In order to translate norm of per capita consump- 
tion from the conditions of 1910-1914 into a norm for 
conditions existing during the base period years, 
1936-1939, an analysis was made of the changes in 
the levels of beer consumption between 1910-1914 and 
1936-1939 in marketing areas not affected by pro- 
hibition. 


Normal per Capita Consumption in Canada 


In Canada, annual average per capita consumption 
during 1936-1939 approximated 89 percent of annual 
averayre per capita consumption, 1910-1914; in Aus- 
tralia, 96 percent; and in New Zealand, 106 percent. 
In contrast with these relatively high percentages, 
annual average per capita consumption in the United 
States during 1936-1939 amounted to but 62 percent 
of the 1910-1914 average. 


The Canadian market, since it is contiguous, would 
appear to be the best guide for translating 1910-1914 
normal beer consumption into 1936-1939 normal. On 
the basis of the Canadian data, applying the 89 per- 
cent figure to the United States 1910-1914 per capita 
consumption of 20.6 gallons, it is estimated that, had 
there been no prohibition, the normal annual con- 
sumption of beer in the United States during the 
period 1936-1939 would have been 18.3 gallons per 
capita. But the use of the Canadian data as a guide 
results in an understatement of 1936-1939 normal for 
the United States to the extent that the trend toward 
urbanization and industrialization since 1914 has been 
at a more rapid rate in the United States than in 
Canada. To give some effect to this factor and some 
recognition to the higher Australian and New Zealand 
percentages, it is estimated that the normal consump- 
tion of beer in the United States during the period 
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1936-1939, had there been no prohibition, would have 
been an annual average per capita of at least 188 
gallons. 

Since during the base period the per capita con- 
sumption of beer tended to follow business conditions, _ 
a normal per capita for each of the years 1936-1939 
may be determined by multiplying the 18.8 gallons 
by the index number of income payments to individ- 
uals in each of the years 1936-1939, such index number 
being based on the 1936-1939 annual average income 
payments being equal to 100. 


Breweries whose principal marketing areas are con- 
fined to a certain State or States must determine a 
normal per capita consumption for such limited mar- 
keting area. This can be done by multiplying the 18.8 
gallons national normal by the percentage represent- 
ing the relation between actual annual average per 
capita consumption in that limited marketing area 
and actual annual average per capita consumption in 
the United States during the period 1936-1939. Bureau 
of Internal Revenue data on tax-paid withdrawals 
and Bureau of Census data on population are avail- 
able by States, which makes possible the determina- 
tion of the required percentage. The per capita norm 
for the particular marketing area, so found, should 
then be adjusted on the basis of the index of income 
payments for such marketing area to determine the 
per capita norm for each of the years 1936-1939 for 
that particular marketing area. 


Normal Barrel Sales 


Having found the normal per capita consumption 
for each of the years 1936-1939, which could have been 
expected in its particular marketing area had pro- 
hibition not existed, the next step is to determine 
normal gallonage sales in that area, for each of the 
years 1936-1939. This may be done by multiplying 
the estimated normal per capita figure for each such 
year by the Bureau of the Census’s intercensal estimate 
of population for such marketing area for each such 
year. Normal barrel sales are found by dividing 
normal gallonage sales by 31. 

To determine what its own normal barrel sales 
could have been expected to be in each of the years 
1936-1939 had there been no prohibition, each brewer 
would multiply the normal barrel sales for its market- 
ing area by the percentage representing the relation 
between its actual barrel sales and total actual barrel 
sales in the particular marketing area in each of the 
years 1936-1939. The necessary data are available 
either from the Bureau of Internal Revenue or from 
State tax authorities. If the brewer’s actual sales 
expressed as a percentage of total actual sales has 
been growing steadily since repeal, it would seem that 
under subsection 722(b)(4) the trend of growth of 
this percentage could be extended for two years be- 
yond 1939 in determining the proper percentage to be 
used in the brewer’s determination of its normal sales 
in each of the years 1936-1939. 


Normal Dollar Sales 


Where no price war condition existed in the base 
period and where the trend from draught to bottled 
beer was not pronounced, normal dollar sales of beer 
for each of the years 1936-1939 may be determined 
for each brewer by multiplying its estimated normal 
barrel sales for each such year by the actual price per 
barrel received by the brewer in such year, 
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Where the trend from draught to bottled beer has 
been pronounced, barrel sales should be analyzed by 
type of package. Normal dollar sales for each of the 
years 1936-1939 would then be determined on the 
basis of a price per barrel reflecting a normal distri- 
bution by type of package. The normal distribution 
by type of package might be deemed to be the 1939 
distribution, or, if change in marketing methods is 
deemed to be a change in character under subsection 
722(b) (4), the normal distribution by type of package 
would be that distribution found by a two year exten- 
sion beyond 1939 of the pre-1940 trend from draught 
to bottled beer. 


Normal Earnings 


Costs and expenses must be analyzed and adjusted 
to reflect what such costs and expenses could reason- 
ably have been expected to be in each of the years 






Mr. Roy Blough, Director of the Division of Tax 
Research United States Treasury Department, re- 
cently addressed the American Accounting Associa- 
tion in Chicago. “Although taxation is only one of 
several areas where the defects of the annual income 
period are patent, it is the most important.” Mr. 
Blough said: “In preparing income statements for 
most purposes, relevant facts and expectations out- 
side or beyond the formal accounting figures can be 
recognized when action is to be taken or decisions are 
to be made. Moreover, reserves can be set up in the 
accounts to give a degree of formality to these facts 
and expectations. In the case of taxation, however, 
such adjustments are not feasible. Taxes must be 
computed on the basis of formal and uniform account- 
ing procedures; otherwise the determination of in- 
come would involve a large element of personal and 
administrative judgment than either the Government 
or the American taxpayer would be willing to accept.” 

Mr. Blough then discussed averaging methods and 
the historical experience of Great Britain, Australia 
and Wisconsin. He also covered the World War II 
experience here in the United States. 

“This survey” Mr. Blough said, “of the use of averag- 
ing and averaging devices is too limited to justify 
definitive conclusions, but a few observations may 
not be out of order. Although of all averaging devices, 
outright averaging provides the most complete equal- 
ization of tax load between fluctuating and stable 
incomes, it has lost rather than gained ground in the 
English-speaking countries whose tax systems have 
been examined. After very long use and several 
reappraisals it was abandoned in Great Britain. After 
a shorter trial its use was minimized in Australia. It 
has not been adopted in Canada. The Wisconsin 
experiment could hardly have been more ill-timed, as 
matters turned out, and may not indicate what would 
have been the result of a longer trial under more 
auspicious circumstances. These experiences present a 
practical obstacle to the friends of averaging, but have 
not dismayed them. New methods of averaging have 
been developed that meet some of the objections to the 
moving average, and other improvements can no doubt 
be made. Nevertheless, the administration and com- 
pliance problems of even the most promising methods of 
averaging remain a major impediment, especially with 
respect to the individual income tax, which is unfor- 
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1936-1939, had the brewer actually realized its esti- 
mated full normal sales. This is a task which properly 
falls within the scope of the competent accountant. 

In reconstructing costs and expenses it is helpful 
to keep one guide in mind. Ordinarily, an increase in 
sales brings with it a more than proportionate in, 
crease in net operating income. Before entering into 
a reconstruction of costs and expenses, the accountant 
should work out, on the basis of the brewer’s records 
for a period of years, the line of average relationship 
between sales and net operating income. This may be 
done on the basis of recognized statistical techniques. 

This reconstruction of normal base period earnings 
can, of course, be adjusted by each brewer to take 
into account other grounds for relief under the 
statute. Other grounds will exist in the individual 
case of each member of the brewing industry; our 
treatment here has been only on the common ground 
of National Prohibition. [The End] 





tunate since under the individual income tax the pro- 
gressive rate scale and relative unimportance of losses 
make such partial devices as the loss carry-over 
largely ineffective. 

“For business income the spreading of losses 
through carrying of losses from years of loss to years 
of gain is the averaging device that has been pre- 
ferred in these countries. The period for spreading 
losses in Great Britain is seven years including in ad- 
dition to the year of loss, a one-year carry-back and 
a five-year carry-over. In the Commonwealth of Aus- 
tralia losses are spread over five years by means of 
a four-year carry-over. The recently proposed spread 
in the Dominion of Canada would be temporarily five 
years including a one-year carry-back and a three- 
year carry-over. Under the two-year carry-back and 
the two-year carry-over in the United States the 
spread is likewise five years; it may be even longer 
under certain circumstances. 

“In peacetime, countries other than our own have 
limited the carry-back to one year, if they allowed it 
at all, and the misgivings about our own carry-backs 
are such as to raise a question as to their desirability 
for peacetime use. The new business cannot benefit 
from the carry-back, but would be benefited by a 
longer carry-over especially in view of the tendency 
of businesses to suffer losses in the early years. The 
dying or liquidating business cannot use the carry- 
over but would be benefited by the carry-back. For 
other businesses it is hard to forecast whether the 
carry-over or the carry-back confers the greater bene- 
fit. However, the carry-over has the merit of per- 
mitting the closing of tax years without delay and 
of minimizing manipulation to secure the maximum 
benefit and avoid taxes. Under carry-overs, carry- 
backs, and actual averaging, the problems of prede- 
cessor and successor corporations and corporate 
acquisitions to reduce tax are present and must be 
met, even though arbitrarily. 


“Fluctuations of business incomes are sometimes 
classified roughly into the seasonal and the cyclical. 
To these are added the life cycle of the business unit. 
The annual income period averages out the seasonal 
fluctuations. Few who favor averaging devices 
would cover the whole life period of the business firm 
although, [Continued on page 471] 


October, 1944 @ TAXES—The Tax Magazine 









Sti- 
erly 
ant. 
pful 
€ in 

ins 
into 
fant 
rds 
ship 
y be 
ues, 
ngs 
ake 
the 
lual 
our 
und 


nd] 


Depletion Allowance on Oil and Gas Leases 
By JOHN W. BEVERIDGE 


The Author Is an Attorney in Borger, Texas 


HREE present day tax problems invite the 
attention of every taxman concerned in any way 
with oil and gas. They arise in connection with 
the deduction for depletion upon: first, a bonus paid 
to the landowner at the time of execution of an oil 
and gas lease; second, a cash payment to an assignor 
who transfers an existing lease; third, an overriding 
royalty reserved by an assignor. Our treatment of 
these problems here shall be in that order. 

Income which results from the operation of an oil 
and gas lease is considered ordinary income and is 
taxable as such. The oil and gas is being exhausted 
by production, and a depletion allowance is permitted 
so that the operator of the oil and gas properties is 
not taxed on the income which is the result of the 
consumption of his capital investment.* 

The Internal Revenue Code permits a deduction 
from gross income for depletion. Section 23 (m) 
permits “a reasonable allowance for 
depletion according to the 
peculiar conditions in each case; 
such reasonable allowance in all cases 
to be made under rules and regula- 
tions prescribed by the Commissioner, 
with the approval of the Secretary 
; In the case of leases the de- 
ductions shall be equitably appor- 
tioned between the lessor and lessee 

2 

Section 114 (b) (3) of the Internal 
Revenue Code provides for a deple- 
tion deduction of 2714% of the gross 
income. 

The deduction cannot exceed 50% 
of the net income from the property, 
and if depletion based upon cost gives 
a greater deduction, cost depletion 
is to be used.* Rents or royalties 
paid or incurred are to be excluded 
in determining gross income of the 
lessee; the royalties are, of course, 
the income of the lessor. 

When the landowner executes an 
oil and gas lease, he usually demands 
a cash payment or bonus as part of 
the consideration for execution of the 
lease. This cash bonus varies in amount. 

Let us assume that the lands are non-productive 
and that no wells have been drilled on adjoining or 
neighboring lands; that the nearest production of oil 
is 3%4 miles away. In this situation the United States 
Supreme Court has held that the bonus payment is to 
be considered as royalty paid in advance; it is ordi- 
nary income and is subject to the allowance for deple- 
tion. The reason for the depletion allowance is that 
the asset is being consumed by development. As the 
bonus is regarded as royalty paid in advance for the 
production of oil and gas to occur in the future, 
the landowner is allowed a depletion deduction on the 
bonus received by him.* 


‘United States v. Ludey, 274 U. S. 295; 47 S. Ct. 608 (1927) [1 
ustc § 234]. 

? Helvering v. Twin Bell Syndicate, 293 U. S. 312; 55 S. Ct. 174 
[35-1 uste ] 9014]. 

°’ Regulations 111, Section 29.23 (m)-4. 
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When production begins and taxable income is re- 
ceived from operations, the regulations require that 
there must be an adjustment; as a deduction for 
depletion was permitted to the lessor on the bonus 
received by him prior to production, there must be 
a reduction in the depletion allowance granted the 
lessee when production actually commences.’ There 
seems to be no justification for reducing the lease- 
owner’s gross income for depletion purposes because of 
an advance depletion allowance granted the owner of the 
royalty interest. The deduction, if any, should be from 
the depletion given the landowner on his %th royalty. 

Most oil and gas leases are for a primary term of 
three to ten years. If a landowner makes a good bar- 
gain and secures a large bonus at the time of the 
execution of his lease and takes a depletion deduction 
thereon, and the lease terminates without production 
of oil or gas, he will be required to include in his 
taxable income, in the year of termi- 
nation, the amount of the depletion 
deduction which he took when he 
executed the lease.* This rule is con- 
trary to ordinary notions of income, 
is difficult to administer, and results 
in undue hardship in many cases. 

At the beginning of the problem 
the law departs from reality. The 
landowner who signs an oil and gas 
lease never considers the bonus as 
an advance of royalty. He considers 
that he has executed a contract or a 
deed, and that he has sold or con- 
veyed the oil and gas in place. The 
bonus is the sales price. The lessee 
has the same attitude; he is purchas- 
ing the oil and gas in place. The 
bonus is a cash payment of purchase 
money, not advance royalty. Both 
parties consider the royalty that the 
lessor will receive if production is 
obtained as something separate and 
distinct from the bonus paid. 

The remedy seems to be to revise 
and clarify the law and the regula- 
tions and expressly deny the deple- 
tion allowance on a bonus. This 
would accord with the theory and purpose of the 
allowance for depletion, and would eliminate the prob- 
lems that arise in connection with allocating the de- 
duction when production commences, and including 
the deduction in income if the lease terminates with- 
out production. 


Acme 


4 Herring v. Commissioner, 293 U. S. 322; 55 S. Ct. 179 (1934) 
[35-1 ustc $9012]. See opinion of the Circuit Court of Appeals, 
Fifth Circuit, in 70 Fed. (2d) 785 [1934 CCH { 9257]. See also 
Ferguson v. Commissioner, 45 Fed. (2d) 573 (CCA 5th, 1930) [2 
ustc 629], and Burnet v. Harmel, 287 U. S. 103; 53 S. Ct. 74 L3 
ustc f 990]. 

A true advance royalty is a payment made in advance to the 
lessor with the agreement that, if and when oil is produced, the 
amount paid in advance will be credited against the royalty re- 
served in the lease. 


5 Regulations 111, Section 29.23 (m)-10. Murphy Oil Co. v. 
Burnet, 287 U. S. 299; 53 S. Ct. 161 [3 ustc f 1002]. 

6 Douglas v. Commissioner, 64 S. Ct. 988 (1944) [44-1 ustc { 9326]. 
See dissent of Mr. Justice Rutledge. Crabb v. Commissioner, 119 
Fed. (2d) 772 (CCA Sth, 1941) [41-1 ustc 1 9451]. See dissent of 
Judge Hutcheson. 
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Other tax problems arise after the lease has been in 
existence for some time and the lessee assigns the 
lease to a third party. 

There are many different types of bargains which 
may be entered into here. The assignor may receive 
a substantial cash sum (often referred to as a bonus) 
and he may retain an interest in the lease. 

Here again we have the fundamental problem. Has 
there been a sale? Does-the consideration received 
represent the selling price or is it ordinary income 
resulting from the operation of the property? ? 

There may have been several assignments of the 
lease; it may have been held and transferred by four 
or five different persons before any production is had. 
Some of the assignors may have retained an interest 
in the lease when they assigned it, but they have not 
essentially changed the original leasehold estate. It 
should be borne in mind that, under ordinary circum- 
stances, with every assignment the property comes 
nearer to the time when it will be producing oil or 
gas. The lessee may have been a mere lease broker. 
His assignee may be a producing company or a drill- 
ing contractor. 

It is also to be noted that the purported distinction 
between an assignment and a sublease is of no par- 
ticular assistance in solving these problems. The term 
sublease is seldom used in the oil and gas: industry. 
A landowner is said “to make” or “sign” or “execute” 
a lease. The lessee is said “to sell his lease”. The 
lessee, or assignor, may retain an interest, but he 
still says that he has “sold” his lease and “retained 
an interest”, or retained an “overriding royalty”, or 
an “oil payment” 

Each assignment must be considered and analyzed; 
such agreements do not fall into fixed categories. If 
the owner of a lease assigns an undivided interest in 
the lease to another party, the owner of the greater 
interest is usually made the operator of the lease by 
the provisions of the assignment. 

These problems have been complicated by the fact 
that the decision in Herring v. Commissioner gave the 
landowner a depletion deduction on the bonus, and it 
seemed logical to grant each assignor a depletion de- 
duction. To avoid this result distinctions have been 
made which are not well founded.*® 

If Herring v. Commissioner is based upon a reason- 
able and logical rule, then whenever a man sells an 
oil and gas lease, he should be entitled to depletion 





*The definition of capital assets in the 1942 Act specifically ex- 
cludes real estate or any depreciable business property. But the 
Act contains a special provision for grouping gains and losses from 
such sources where the assets have been held for more than six 
months in each case. 

Generally speaking, real estate held less than six months and 
used in the trade or business is not a capital asset. However, if 
held more than six months and a gain results, it is a capital gain, 
and is subject to the 25% tax only. 

Trades in oil and gas leases must be grouped together with the 
other types of trades specified in Section 117 (j), and if the gains 
from all of these transactions in the taxable year exceed the losses, 
then all such gains and losses are treated as long-term capital gains 
and losses. If the losses exceed the gains, then none of the gains 
and losses are treated as gains and losses from the sale or ex- 
change of capital assets—they are all treated as ordinary gains 
and losses. 

The United States Circuit Court of Appeals for the Fifth Circuit 
has recently decided that an oil and gas lease held by a lease 
trader for resale to customers in the ordinary course of business 
is not a capital asset. Greene v. Commissioner, 141 Fed. (2d) 645 
[44-1 ustc | 9303]. 

It is submitted that oil and gas ieases held by a large operating 
company are real property used in the trade or business and are, 
therefore, excluded from the definition of capital assets and are 
subject to the provisions of Section 117 (j). No distinction should 
be made between leases that produce oil and gas and those that 
are acquired and held for a time and sold without being drilled. 
Most large operating companies hold leases in many states, and 
the federal tax treatment of oil and gas leases should be the same 
in all states no matter what differences may exist in the local law 
of real property. 
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on the bonus, no matter what the terms of the assign- 
ment; for each subsequent assignor, when he sells 
the lease, is approaching nearer the time when pro- 
duction will be had from the lease. The lease interest 
which the assignor sells is the same estate which the 
landowner created when he executed the lease. No 
matter how many times the lease is sold for cash, the 
cash payment should be treated the same for tax pur- 
poses regardless of whether the assignor reserves a 
permanent overriding royalty interest or whether he 
reserves an override limited to a certain amount. 

The rule should be that every assignment of a lease 
is a sale and not a sublease, and no matter what in- 
terest is retained by the assignor, the cash payment 
is the sales price and is subject to the capital gains 
provisions and is not subject to depletion. The existence 
or non-existence of production should not change this 
rule. 

Any interest carved out of the 7%ths working in- 
terest or leasehold interest is usually spoken of as a 
fractional part of the working interest. If it is free 
of development costs, it is called an overriding royalty 
interest. Sometimes an overriding royalty, instead of 
existing for the life of the lease, is limited to a certain 
amount of money payable out of production; it is then 
called a payment out of oil or gas. For instance, an 
assignor who reserves 4th of /%ths until he has re- 
ceived $10,000 out of the proceeds of the oil produced 
is said to have an oil payment of $10,000 payable out 
of 4th of the 7%ths working interest. Of course, the 
wording of the instruments creating these different 
rights varies, and any analysis of the rights created 
or reserved must commence with a study of the par- 
ticular instruments involved. 

The owner of the %th royalty interest is permitted 
a depletion deduction on his interest. If the operator 
of the lease sells the oil to a pipe line company, the 
pipe line company makes payment for the oil run 
each month direct to the owners of the respective 
fractional interests. The proceeds due the owner of 
the %th royalty never come into the hands of the 
owner of the leasehold estate. The royalty owner 
reports his own income for tax purposes and is en- 
titled to the depletion deduction. 

This is true even though title to the entire 8/8ths 
of the oil and gas was vested in the lessee by the 
execution of the lease. At the outset it is clear that 
the depletion deduction does not depend upon title. 

The owner of a permanent overriding royalty in- 
terest would logically seem to be in the same position 
as the owner of the original %th royalty interest 
reserved in the lease itself, and the decisions are to 
that effect.® 

The owner of an oil and gas payment has a slightly 
different situation. He is to receive the proceeds of, 
let us say, 4th of 7%ths of the oil and gas produced 
until he has been paid $10,000. It seems that he has 
an economic interest in the oil and gas produced until 
he has received $10,000, and he should be entitled 


8In the following cases it was held that the cash paid for the 
assignment was not subject to a deduction for depletion: Helvering 
v. Elbe Oil Land Co., 303 U. S. 372; 58 S. Ct. 621 [38-1 ustc J 9155]. 
Commissioner v. Fleming, 82 Fed. (2d) 324 (CCA 5th, 1936) [36-1 
ustc § 9165]. Badger Oil Co. v. Commissioner, 118 Fed. (2d) 791 
(CCA Sth, 1941) [41-1 ustc ] 9386]. Bankers Mortgage Co. v. Com- 
missioner, 142 Fed. (2d) 130 (CCA 5th, 1944) [44-1 ustc { 9296]. 

The following cases held that the cash paid for the assignment 
is subject to depletion: Palmer v. Bender, 287 U. S. 551; 53 S. Ct. 
225 [3 ustc { 1026]. Commissioner v. Fleming, 82 Fed. (2d) 324 
[36-1 ustc [9165]. Cullen v. Commissioner, 118 Fed. (2d) 651 
(CCA 5th, 1936) [41-1 ustc { 9364]. Hogan v. Commissioner, 141 
Fed. (2d) 92 (CCA Sth, 1944) [44-1 ustc ] 9217]. Choate v. Commis- 
sioner, 141 Fed. (2d) 641 (CCA 10th, 1944) [44-1 ustc {| 9250]. 


‘ ® Palmer v. Bender, 287 U. S. 551; 53 S. Ct. 225 (1933) [3 ust 
1026]. 
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to take a depletion deduction on the proceeds paid to 
him out of production. The regulations so provide.’ 

Usually the owner of such a payment has agreed 
o “take his chance on production” ; that is, if the lease 
does not produce, he doesn’t receive payment. 

However, the parties may make a different trade. 
The purchaser of the lease may give his absolute 
promise to pay a certain sum by a fixed date if the 
th of %ths does not produce and earn the fixed 
amount by the stipulated date. 

The owner of the oil payment by taking this prom- 
ise loses his right to the depletion deduction on the 

4th of Aths. 

This is an unusual result. Thomas v. Perkins ™ de- 
cided that the owner of an oil payment was entitled 
to a depletion deduction. He did not have title to the 
4th of Zths nor did he retain a lien; but he did have 
an economic interest in the oil and gas in place which 
was being depleted by production, and this fact in 
itself was enough to entitle him to the depletion de- 
duction on his fractional share of the proceeds. 

The controversy in Thomas v. Perkins was centered 
around whether the owner of the oil payment had 
enough interest in the oil and gas in place to entitle 
him to depletion. 

Subsequent cases held that the assignor had to be 
certain that he had enough interest and not too much 
interest; and if he had some other type of interest 
in addition to his bare right to collect the proceeds 
from the fractional share, that the existence of this 
additional interest would destroy his economic inter- 
est and deprive him of his right to the depletion 
deduction.” 

Thus, the assignor who wanted to take ordinary 
business precautions and exact an express promise 
to pay would lose his economic interest and his deple- 
tion deduction. 

Conversely, the assignee, because he had given his 
absolute promise to pay the amount, would find that 
by so doing he had made the income from the entire 
7%eths working interest his own income and that he 
was entitled to take the depletion deduction rather 
than the assignor who had retained the oil payment. 

The fallacy of this rule is easily demonstrated. If 
the ownership of a mere economic interest, no more 
and no less, determines the right to the depletion 
deduction, and if the assignor by exacting a promise 
to pay deprives himself of that economic interest, then 
it should follow that the assignee, if he is to be subject 
to the same limitation, deprives himself of his “eco- 
nomic interest” and his right to take a depletion 
deduction on the income from his leasehold interest 
by acquiring title.’* 

It is merely a problem of allocating the deduction 
between the owner of the overriding royalty and the 
owner of the balance of the leasehold estate. If the 
owner of the overriding royalty has merely an eco- 
nomic interest, he takes the deduction on his frac- 
tional interest under present regulations. The owner 
of the leasehold, having title to his interest, is allowed 
a depletion deduction on the income from his interest. 


1 Regulations 111, Section 29.23 (m)-1. 

1 301 U. S. 655, 57 S. Ct. 911 [37-2 ustc f 9315]. 

2 Anderson v. Helvering, 310 U. S. 404, 60 S. Ct. 952 [40-1 ustc 
1 9479]. 

It seems that a reservation of income from %th of %ths is, in 
itself, an equitable charge or lien, and if the assignee fails to 
turn the income over to the assignor, the assignor could proceed 
in equity and enforce his equitable lien on the whole property. If 
it is logical to deprive him of the depletion deduction because he 
was a good enough business man to retain an express promise and 
lien, it would also seem logical to deprive him of the depletion 
deduction because the courts would enforce his implied lien if 
payments were not made to him according to the terms of the 
assignment. 
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But, if the owner of the override takes something in 
addition to his economic interest, he will lose his 
right to the depletion deduction, and the income from 
the entire leasehold estate will be considered the in- 
come of the owner of the leasehold, and he will take 
the depletion deduction. Thus, the income and the 
right to the depletion allowance are shifted as a result 
of an incidental agreement that was never intended 
to have such an effect. The result is unfortunate from 
the viewpoint of both the owner of the oil payment 
and the owner of the leasehold interest. 


The difficulties in regard to overriding royalty in- 
terests and payments out of oil and gas production 
have not been caused by the regulations, but rather 
by the peculiar decisions that the ownership of any 
rights in addition to the ownership of an economic 
interest will deprive one of the right to the depletion 
deduction.** The regulations could perhaps be -clari- 
fied by a specific provision to the effect that the 
owner of an economic interest would not lose that 
interest and the right to the depletion deduction by 
reason of the fact that he retained a lien or exacted 
an express promise to pay the amount of his oil pay- 
ment or had any other fund or property out of which 
payment would be made.” [The End] 


4 The owner of the oil payment was denied a depletion deduc- 
tion in the following case: Anderson v. Helvering, 310 U. S. 404, 
60 S. Ct. 952 [40-1 ustc { 9479] (for the reason that he had an 
absolute promise to pay the amount in addition to his economic 
interest). The owner of the overriding royalty interest or oil pay- 
ment was given a depletion deduction in these cases: Palmer v. 
Bender, 287 U. S. 551, 53 S. Ct. 225 (1933) [3 ustc 1026]. Thomas 
v. Perkins, 301 U. S. 655, 57 S. Ct. 911 [37-2 ustc J 9315]. Helvering 
v. Twin Bell Oil Syndicate, 293 U. S. 312, 55 S. Ct. 174 [35-1 ustc 
9014]. Commissioner v. Fleming, 82 Fed. (2d) 324 (CCA Sth, 1936) 
[36-1 ustc {| 9165]. Commissioner v. O’Shaughnessy, 124 Fed. (2d) 
33, (CCA 10th, 1941) [41-2 ustc { 9725]. 

An agreement to share the net proceeds of operations does not 
give an economic interest in the oil and gas, so there is no right 
to a depletion deduction. See Helvering v. Elbe Oil Land Co., 303 
U. S. 372, 58 S. Ct. 621 [38-1 ustc 9155]. See also Helvering v. 
O’Donnell, 303 U. S. 370, 58 S. Ct. 619 [38-1 ustc { 9156], and 
Quintana Petroleum Company, 44 BTA 624 [CCH Dec. 11,838]. 

An agreement to purchase gas at the mouth of a well does not 
give one an economic interest. Helvering v. Bankline Oil Company, 
303 U. S. 362, 58 S. Ct. 616 [38-1 ustc ] 9154]. But an agreement 
granting an interest in a certain number of barrels of oil in the 
ground is subject to depletion. Pettit v, Commissioner, 118 Fed. 
(2d) 816 [41-1 ustc { 9337]. 

For cases discussing contracts to reimburse a creditor out of 
the proceeds of the working interest see Commissioner v. Caldwell 
Oil Corporation, 141 Fed. (2d) 559 (CCA Sth, 1944) [44-1 ustc { 9245]. 
(This case holds that the income is that of the creditor of the 
operator of the lease, and that the creditor is entitled to the deple- 
tion deduction.) 7. K. Harris Co. v. Commissioner, 112 Fed. (2d) 
76, (CCA 6th, 1940) [40-1 ustc { 9473]. Here the income from the 
leasehold estate is held to be that of the owner of the lease, and 
he is entitled to depletion. This is true even though the creditor 
who advanced the money to drill the wells is receiving the entire 
income. 

1% Ad Valorem Taxes. State Courts have been anxious to tax 
the owner of the oil payment or override separately on the theory 
that the oil payment or override, being free of development expense, 
is subject to a higher ad valorem tax than the remainder of the 
leasehold estate. Some of these cases have failed to keep in mind 
that ad valorem taxes fall on the owner of the title. An economic 
interest is not sufficient for assessment of ad valorem taxes. 

If the assignment actually vests title in the assignee to the entire 
%ths working interest subject to the payment of a stated sum out 
of 4th of #%ths, the assignee should pay the ad valorem taxes on 
the entire /%ths working interest. On the other hand, if the assign- 
ment expressly reserves title in the assignor to the %th of %ths, 
then the ad valorem taxes on the %th of %ths should be paid by 
the assignor. Of course, the difficulty arises in the cases in which 
the assignments are not specific. Some assignments are difficult 
to interpret. If the decisions were not So obscure, the problem 
could be solved by an assignment clearly stating that the assignor 
retains title to the “4th of “ths and is to receive the depletion 
deduction and is also to pay the ad valorem tax on the %th of %ths. 

Gross Production Taxes. There has been considerable confusion 
about these reservations in regard to state gross production taxes 
on the production of oil and gas. Certainly the owner of the 
Y%th of “%ths should pay the gross production taxes on that in- 
terest, and, if he is to receive a stated amount, that stated amount 
should be reduced by the taxes assessed against it. If the owner 
of the “4th of ths wants to be certain to receive a stated sum 
in full without any deduction for taxes, this should be expressed 
in the assignment so that there is no question about the amount 
that he is to receive. 
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HE Convention between Canada and the United 
States of America for the avoidance of double 

taxation (succession duties) was signed at 
Ottawa, Canada, on the 8th June, 1944. It provides 
that upon ratification it shall be retroactive to the 
14th June, 1941. It has been ratified by Canada, but 
not as yet by the United States. 

3riefly, the method by which double taxation is to 
be avoided, is to allow a tax credit in the one country, 
against the tax payable in that country, upon assets 
of an estate of a decedent, which, because of the loca- 
tion or assumed location of those assets in the other 
country, must bear a tax in the other country. 

This article is limited to a discussion of the effects 
of the Convention upon succession duties payable to 
Canada by the estate of a decedent who at the time 
of his death was domiciled in the United States, in 
respect of assets of the estate situated or deemed to 
be situated in Canada. It does not discuss the tax 
credit allowed in the United States on account of the 
tax payable to Canada. 

Within this limitation, the matter is discussed un- 
der headings taken direct from the Convention. 


Article I 
1. The taxes referred to in this Convention are: 


(b) for Canada: the taxes imposed under the Dominion 
Succession Duty Act. 

The Dominion of Canada Succession Duty Act, by 
which succession duties were first imposed by the 
Dominion of Canada, came into effect on the 14th 
june, 1941, and this date is the source of the date to 
which the Convention is to be retroactive. 

Previous to that time, the Dominion had left the 
field of succession duties to the Provinces of Canada 
and each Province has had its own act for many years 
and these acts still continue in force. The rates im- 
posed by the Provinces were already comparatively 
high before the Dominion entered the field and as a 
rule the Dominion rates of tax are lower than the 
provincial rates applicable in any instance. 

It is most important to remember the limiting words 
of the Convention as stated above. Because no Prov- 
ince of Canada is a party to the Convention, provincial 
succession duty law and practice are unaffected by it 
and it provides for no credit in the United States on 
account of taxes paid to any Province. 


Article II 


2. Shares in a corporation organized in or under the laws 
of Canada, or any of the Provinces or territories of Canada 
shall be deemed to be property situated within Canada. 

The basis of the application of Canadian taxation 
law to any property of a decedent not domiciled in 
Canada at the time of his death has been the situs of 
that property in Canada, that is, the actual fact of 
such situs. Any property so situated was and still is 
subject to tax both by the Dominion of Canada and by 
that Province of Canada in which the property is 
found to have a situs. 
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The situs of shares of a Canadian 
company, although recognized to be a 
fiction, has nevertheless always been 
regarded, in Canada, as an ascertain- 
able fact. In the administration of the 
various provincial acts, the question 
of the situs of shares has frequently 
been before the Courts. The rules for 
the determination of such situs which 
have been developed so far by this litiga- 
tion were discussed in a previous article. 

The Convention, so far as Dominion duties are con- 
cerned, purports to change the law so that the fact 
of situs shall not longer govern. It will be noted that 
only shares are so treated. The actual situs of all 
other assets is still to apply. 


The validity of this provision of the Convention, is, 
in my opinion, questionable . 

But, as to practice, it must be again emphasized 
that the Convention applies only to Dominion taxes, 
and certain shares of Canadian companies may be 
taxed under the Dominion Act, because they are 
“deemed” to have a situs in Canada, and yet not be 
taxed by any Province of Canada, because the shares 
have no situs in any Province of Canada, in fact. 


Article V 


4. In the case of a decedent who at the time of his death 
was domiciled in the United States of America, Canada shall, 
in imposing the taxes to which this Convention relates 


(a) take into account only assets situated in Canada 

Previously, the Dominion, although imposing a tax 
only on the net value of property held to be in fact 
situated in Canada, applied an initial rate of tax to 
that property based on the amount of the net value 
of the estate, wherever situate, and an additional rate 
in accordance with the amount of the interest of each 
beneficiary in the whole and the relationship of the 
beneficiary to the decedent, subject to proportionate 
allowance for any applicable exemption from duty. 

The statement in the heading above is not qualified 
and it would appear that the intention is to base the 
initial rate upon the net value of the assets in Canada 
and the additional rate upon that part of the interest 
of each beneficiary which is contributed by the assets 
in Canada, as far as amount is concerned, subject, as 
before, to proportionate allowance for any applicable 
exemption from duty. 

Each Province will continue to apply its respective 
rates on the same basis as it is now using. 


Regulations 


The Convention provides for the making of regu- 
lations to carry it into effect and for the making of 
rules for the exchange of information between the two 
countries. 

No such rules or regulations are available in Canada 
as yet. [The End] 
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INTERSTATE COMMERCE and CORPORATE 
NET INCOME TAX IMMUNITY 


and a different tax. 


RECENT case in the California courts may be 
A\insicative of a trend among the states to subject 

the unlicensed foreign corporation engaged ex- 
clusively in interstate commerce to state income 
taxes. This decision marks a departure from the gen- 
erally accepted doctrine of immunity of the unlicensed 
foreign corporation, engaged within the states, from 
liability for state income taxes. 

In West Publishing Company v. McColgan,' decided 
by the California superior court, Sacramento County, 
March 2, 1944, it was held that an unlicensed foreign 
corporation, furthering interstate commerce with re- 
spect to California, was subject to the payment of a 
tax under the California Income Tax Act of 1937. The 
opinion refers to “trends” in the field of state taxation 
and contains this observation: 

“One of these trends shows a relaxing of the older rule of 
immunization of interstate commerce from State taxation. In 
this field the Supreme Court of the United States appears 
lightly controlled by the weight of precedent.” 

In this decision the California Income Tax Act of 
1937 (to be distinguished from that state’s Bank and 
Corporation Franchise Tax Act, which is applied to 
corporations doing intrastate business within the 
state), was held payable by an unlicensed foreign 
corporation having salesmen, operating from offices 
established by them in the state, soliciting orders in 
interstate commerce, subject to approval in another 
state, from which shipments were made direct to 
California customers. There was a retention of title 
to the merchandise sold, pending payment, and the 
salesmen also effected collections and made adjust- 
ments of complaints of local customers. 

The California Income Tax Act of 1937 imposes a 

tax upon the net income derived from sources within 
the state and provides that: 
_ “Income from sources within this State includes income 
from tangible or intangible property located or having a situs 
in this State and income from any activities carried on in this 
State, regardless of whether carried on in intrastate, inter- 
state or foreign commerce.” (Sec. 3.) 

The only other net income tax statute which like- 
wise purports to tax interstate and foreign commerce 
receipts directly is the Minnesota Income Tax Law 
(Ch. 405, Laws of 1933, as amended), which contains 
a provision making the act applicable to domestic 
and foreign corporations, not otherwise taxable, 
“which own property within this state or whose 
business within this state during the taxable year 
consists exclusively of foreign commerce, interstate 
commerce, or both.” 

Thus, since but two of the states which impose net 
income taxes on foreign corporations essay to tax 
income from interstate commerce as such directly, it 
may be noted that there has been no trend in state 





1 California CT (Corporation Tax) Service, { 14-702. 


Interstate Commerce and Income Tax Immunity 


By EDWARD ROESKEN 


The author is a member of the New Jersey bar. He will be remembered for his article in the 
July, 1944 issue on “State Jurisdiction Over Foreign Corporations for Collection of Use Taxes.” 
In his present article, he continues the theme but treats it from a different case, a different State, 






legislation to accomplish direct taxation of such in- 
come where interstate commerce is the only activity 
furthered within a state. 


Some Pertinent Net Income Tax Decisions 


There is a dearth of decisions on the specific point 
of the liability of unlicensed foreign corporations to 
the payment of state net income taxes under circum- 
stances where their activities within a state have been 
limited exclusively to the sale of goods in interstate 
commerce. 

This may be accounted for by decisions rendered 
many years ago by the Supreme Court of the United 
States which became authority for the proposition 
that a foreign corporation, engaged in interstate 
commerce only with respect to a given state, could 
maintain an office therein for that purpose without 
becoming subject to annual state taxes. In 1918, in 
Cheney Bros. Co. et al. v. Commonwealth of Massachu- 
setts, 246 U. S: 147, a foreign corporation was held 
not subject to the Massachusetts excise tax, where 
it maintained an office in Massachusetts from which 
salesmen solicited orders subject to approval in Con- 
necticut, from which state the goods ordered were 
shipped directly to the purchasers. 


The Supreme Court of the United States concluded: 


“We do not perceive anything in this that can be regarded 
as a local business distinguished from interstate commerce. 
The maintenance of the Boston office and the display therein 
of a supply of samples are in furtherance of the company’s 
interstate business and have no other purpose. Like the employ- 
ment of the salesmen, they are among the means by which 
that business is carried on and share its immunity from state 
taxation. McCall v. California, 136 U. S. 104; Norfolk & 
Western R. R. Co. v. Pennsylvania, 136 U. S. 114; Crenshaw v. 
Arkansas, 227 U. S. 389; Rogers v. Arkansas, 227 U. S. 401 
* * * We think the tax on this company was essentially a 
tax on doing an interstate business and therefore repugnant 
to the commerce clause.” 

A later decision in 1925 in which the same conclu- 
sion was reached was Alpha Portland Cement Co. v. 
Commonwealth of Massachusetts, 268 U. S. 203, where 
it was held that a state may not impose upon a foreign 
corporation which transacts only interstate business 
within her borders an excise tax measured by a com- 
bination of the total value of capital shares attributed 
to transactions therein, and the proportion of net 
income attributed to such transactions. 

As late as 1936, the Supreme Court of the United 
States, in construing the California Bank and Cor- 
poration Franchise Tax (after which the Corporation 
Income Tax Act of 1937 was subsequently patterned), 
in Matson Navigation Company et al. v. State Board of 
Equalization of the State of California et al., 297 U.S. 
441, 728, observed: 


“There is no merit in the suggestion that the failure of the 
act to extend to foreign corporations exclusively engaged in 
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interstate or foreign commerce in California constitutes an 
unconstitutional discrimination against appellants. A foreign 
corporation whose sole business in California ts interstate and 
foreign commerce cannot be subjected to the tax in question.” 
(Italics added.) 

So definitely did these decisions, and other deci- 
sions of the Supreme Court? rendered in the inter- 
vening years relating to the immunity from state 
control of interstate transactions, appear to settle the 
law that to date the question has been decided but 
once by the highest court of any state and the ruling 
then was that a state might not tax, for income tax 
purposes, income derived wholly from the interstate 
business of a foreign corporation. 


In Curlee Clothing Company v. Oklahoma Tax Com- 
mission, 68 P. (2d) 834, decided by the Supreme Court 
of Oklahoma in 1937, the sale of goods by a foreign 
corporation, through soliciting and demonstration 
agents taking orders in Oklahoma and making col- 
lections of a portion of the purchase price, the order 
being subject to approval at the corporation’s home 
office outside the state, was held not to constitute 
doing business by the Supreme Court of Oklahoma, 
so as to subject the corporation to the income tax of 
that state. The court observed that the sovereign 
power of the state did not extend to the business from 
which the income arose. It concluded that the com- 
mission was without authority to levy the tax. 


As one surveys the field of opinions rendered by 
the highest courts of the states and by the Supreme 
Court of the United States relative to net income 
taxes, the “trend,” even to the present day, indicates 
that an unlicensed foreign corporation is immune 
from such state income taxation where engaged ex- 
clusively in interstate commerce. 


Conditional Sales and Collection of Accounts 


The conclusion as to liability in the West Publishing 
Company case, however, was not bottomed on mere 
interstate commerce activity. The court regarded the 


company’s activities as going beyond that. Said the 
court: 


“The corporation retained title to books sold under contract 
until payment of the contract price is made in full. Its agents 
kept in touch with the purchasers to whom credit was 
extended, and, under instructions, made from time to time 
collections upon accounts. These are activities which took 
place after the interstate transportation had ended and appear 
to be a substantial part of the business here transacted and 
are mentioned merely to illustrate that the word ‘activities’ 
as used in the statute, and as related to the facts here devel- 
oped goes considerably beyond the mere solicitation of orders.” 


As to the collection of accounts, the Supreme Court 
of the United States observed, in Sioux Remedy Co. v. 
Cope, 235 U. S. 197, 204: 


“We think that when a corporation goes into a State other 
than that of its origin to collect, according to the usual or 
prevailing methods, the purchase price of merchandise which 
it has lawfully sold therein in interstate commerce, it is there 
for a legitimate purpose of such commerce, and that the State 
cannot, consistently with the limitation arising from the com- 
merce clause, obstruct or hamper the attainment of that pur- 
pose. If it were otherwise, the purpose of the Constitution to 
secure and maintain the freedom of commerce by whomsoever 
conducted could be largely thwarted by the States and the 
commerce itself seriously crippled.” 


A similar expression is found in the later case of 
Furst & Thomas v. Brewster et al., 282 U. S. 493, de- 
cided in 1931. 





?For example: York Mfg. Co. v. Colley, 247 U. S. 21; Dahnke- 
Walker Milling Co. v. Bondurant, 257 U. S. 282; Furst € Thomas 


. Brewster et al., 282 U. S. 493; Best € Co., Inc. v. Maxwell, 311 
. S. 454. 
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As to the retention of title to property sold in 
interstate commerce, while the Supreme Court of the 
United States does not appear to have ruled on this 
point, a number of state courts have indicated that it 
is possible that goods sold under a conditional sales 
contract may be as fully the subject of sales in inter- 
state commerce as goods sold outright and shipped 
across state lines in such commerce? 


State Tax Trends 


The “trends” to which the superior court referred 
must be sought in decisions of the Supreme Court of 
the United States relating to state taxes other than 
on net income, such as that found in the California 
Income Tax Act of 1937. The state taxes involved in 
the more recent decisions of the Supreme Court cited 
by the California superior court as showing “a relax- 
ing of the older rule of immunization from State 
taxation,” were: franchise, sales, excise, occupation, 


privilege dividend, inheritance and stock transfer 
taxes. 


It is interesting to note that in each of these cases 
in which a corporation was a party (Stone v. Inter- 
state Natural Gas Co., 103 F. (2d) 544, 308 U. S. 522, 
639; State of Wisconsin v. J. C. Penney Co., 311 U.S. 
435; Memphis Natural Gas Co. v. Beeler, 315 U. S. 649; 
McGoldrick v. Berwind-White Coal Mining Co., 309 
U. S. 33), it was a licensed foreign corporation which 
was before the highest court and not an unqualified 


foreign corporation as in the California superior court 
decision. 


In the Stone v. Interstate Natural Gas Co. case, the 
“rule of immunization” was relaxed to the extent of 
holding a foreign pipe line company, licensed to do 
business in Mississippi, subject to that state’s fran- 
chise tax, even though it was engaged solely in 
interstate commerce there and had no office or bank 
account within the state, although it owned revenue 
producing property there. 


In the case of State of Wisconsin v. J. C. Penney Co., 
a privilege dividend tax imposed in connection with a 
licensed foreign corporation was upheld. 


The Memphis Natural Gas Co. v. Beeler decision, 
rendered in 1942, presents the closest parallel to the 
California decision in that it concerned the Tennessee 
excise tax as imposed upon a licensed foreign corpo- 
ration in connection with taxes levied during the 
years 1932 to 1935 on net earnings “arising from busi- 
ness done wholly within this state, excluding earnings 
arising from interstate commerce.” Variations from 
the facts in the California case are that the corpo- 
ration was licensed in Tennessee and managed its 
-business from its office there. In upholding the tax 
and finding that the corporation’s activities at its 
Tennessee office went beyond the mere sale, to a 
distributor, of gas in interstate commerce, the Su- 
preme Court of the United States observed that, in 
any case, even if a taxpayer’s business were wholly 
interstate commerce, a nondiscriminatory tax by 
Tennessee upon the net income of a foreign corpo- 
ration having a commercial domicile there, or upon 
net income derived from within the state is not pro- 
hibited by the commerce clause. This decision concerned 
taxes levied during the years 1932 to 1935. In 1937, 

*L. D, Powell Co. v. Rountree, (Ark.) 247 S. W. 389; Mergenthaler 
Linotype Co. v. Gore, (Fla.) 160 So. 481; General Excavator Co. v. 
Emory, (Mo.) 40 S. W. (2d) 490; Cugley Incubator Co. v. Franklin, 
(Okla.) 142 P. (2d) 125; Moore-Hustead Co. v. Joseph W. Moon 


Buggy Co., (Tex.) 221 S. W. 1032; Regina Co. v. Toynbee, (Wis.) 
158 N. W. 313; Unitype Co. v. Schwittay, (Wis.) 170 N. W. 651. 
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the basis of the tax was changed to relate to net earn- 
ings “from business done within the state,” eliminat- 
ing the exclusion of “earnings arising from interstate 
commerce.” * 


In the Berwind-White case, decided in 1940, a li- 
censed foreign corporation, with a sales office in New 
York City, was held required to collect and pay the 
New York City sales tax on sales effected by contracts 
entered into in the city, followed by shipment from 
another state and delivery within the city. It is note- 
worthy that, in 1944, the Supreme Court, in a decision 
involving the application of the Arkansas sales tax, 
(McLeod v. J. E. Dilworth Company et al., 64 S. Ct. 
1023, 1030), to an unlicensed foreign corporation solicit- 
ing orders through traveling representatives in Arkansas, 
followed by interstate shipments into the state (also 
basic facts in the West Publishing Company v. McCol- 
gan case) held that the corporation was not subject 
to the Arkansas sales tax. A dissenting opinion in this 
Arkansas decision opened with the observation: “The 
present decision marks a retreat from the philosophy 
of the Berwind-White case, 309 U. S. 33.” The 
Arkansas decision was rendered subsequent to the 
California superior court opinion. 

Thus, while “trends” are present in the opinions of 
the highest court indicating an enlargement, in recent 
years, of the power of a state to tax where interstate 
commerce is involved, particularly in connection with 
a licensed foreign corporation, it may still be ques- 
tioned whether, by implication, such an extension of 
power reaches an unlicensed foreign corporation en- 
gaged exclusively in furthering interstate commerce 
in a state imposing a net income tax. 


Distinction Between Tax Liability and 
Service of Process 


In a California Federal court case, Liquid Veneer 
Corporation v. Smuckler, 90 F. (2d) 196, 202, decided in 


* There is now before the Supreme Court of the United States a 
petition for a writ of certiorari to review Memphis Natural Gas Co. 
v. McCanless, 177 S. W. (2d) 843, involving the Tennessee excise tax, 
imposed on the same company for the years 1939 to 1942, under 
the law as amended in 1937. (Docket No. 218.) 
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1937, the United States Circuit Court of Appeals, 
Ninth Circuit, in determining the validity of service 
of process upon a foreign corporation, said: 

“A foreign corporation may be doing business in a state to 
bring it within the jurisdiction of the court and amenable to 
its process and yet not obtain a status to be regulated by a 
state statute or bring it within the statutory provision requir- 
ing a license for operation of such a foreign corporation. 
Vicksburg, S. & P. Ry. v. DeBow, 148 Ga. 738, 98 S. E. 381, 384.” 

Or, as was said by the Supreme Court of Michigan 
in 1935 in Malooly et al. v. York Heating and Ventilating 
Co., 258 N. W. 622, (appeal dismissed, 56 S. Ct. 92, 
296 U. S. 533, for want of a properly presented Federal 
question, rehearing denied, 56 S. Ct. 166, 296 U. S. 
622): 

“It should be remembered we are not defining the term 
‘doing business’ for the purpose of determining whether 
defendant is taxable or subject to the qualifying laws of this 
state, but only for the purpose of defining its amenability to 
service of process.” 

The courts have thus required evidence of greater 
weight as to the doing of business to bring a foreign 
corporation within the statutes requiring it to pay a 
tax than has been required to subject it to valid 
service of process within the same state. 

This distinction is, in effect, disregarded in the West 
Publishing Company ruling. It may be said that the 
decision takes facts sufficient only to subject a foreign 
corporation to jurisdiction for the service of process 
upon it (as in West Publishing Co. v. Superior Court 
et al., 20 Cal. (2d) 720, 128 P. (2d) 777, certiorari 
denied, 63 S. Ct. 524), and regards such facts as suf- 
ficient to subject the corporation to liability for the 
payment of a state tax. 


Some time may elapse before the effect of the deci- 
sion can be fully appraised, since appeals will prob- 
ably be taken to higher courts. It is not, of course, 
inconceivable that this decision might itself be the 
first of a line of cases to give rise to a “trend” indicat- 
ing the liability of an unlicensed foreign corporation 
to state net income taxation under circumstances 
where, heretofore, its activities have been regarded 
as sufficient only to subject it to service of process, 
and no more, within the taxing state. [The End] 








GASOLINE TAXATION 


Ly 1923, the average tax on gasoline was slightly less than one cent per gallon. By 
1929, the tax had been increased so that for each gallon of gasoline purchased, the 
motorists paid a tax of approximately 31%4 cents. The late twenties and early thirties 
brought further state gasoline tax increases, and in 1932 the federal government enacted 
a duplicating levy on this product. In that year, the tax per gallon of gasoline was more 
than 4% cents. For every dollar which the motorists spent for motor fuel, an additional 


payment of 34 cents in taxes was necessary. 


By 1941, with an increase of 50 per cent in the federal levy and several so-called 
depression-born “emergency” state tax increases, the average tax on gasoline had been 
raised to about six cents per gallon. The motorist was forced to pay, under such levies, 
an average tax of more than 40 cents on each dollar’s worth of gasoline, or an amount 
equivalent to a 40 per cent sales tax. A typical motorist who drove his car 8,000 miles 
in 1941 and purchased approximately 533 gallons of gasoline, paid about $32 in state and 
federal gasoline taxes. In certain states which also levy local gasoline taxes, his motor 


fuel tax bill was even higher. 


Consumption of gasoline had risen by 1941 to approximately 27,000,000,000 annually, 
which had an estimated value of about $1,741,000,000. Had the same price prevailed in 
1941 as in 1929, the wholesale value of the gasoline consumed would have been about 


$750,000,000 higher. 


In 1941 motor fuel taxes collected on this product amounted to 


$1,280,000,000, so that taxes in that year amounted to almost 75 per cent of the wholesale 


value of the product. 


Interstate Commerce and Income Tax Immunity 


Tax Economics Bulletin, American Petroleum Industries Committee, 


































































































































































































































































































































































































































































































































































PS No. 7, July 29, 1944. Abandonment of Plan. 


A request was made to illustrate or clarify the 
intent of section 29.165-1 of Regulations 111 with re- 
spect to the meaning of the words “business neces- 
sity” and the restrictions therein involved. This 


section of the regulations (paragraph 2) provides as 
follows: 


The term “plan” implies a permanent as distin- 
guished from a temporary program. While the em- 
ployer may reserve the right to change or terminate 
the plan, and to discontinue contributions thereunder, 
if the plan is abandoned for any cause other than 
business necessity within a few years after it has taken 
effect, this will be evidence that the plan from its in- 
ception was not a bona fide program for the exclusive 
benefit of employees in general. Especially will this 
be true in the case of a pension plan under which pen- 
sions were fully funded for the highly paid employees 
or others in favor of whom discrimination is pro- 
hibited under section 165 (a), and which was abandoned 
soon after the pension for such favored employees 
had been provided. The permanency of the plan will 
be indicated by all of the surrounding facts and cir- 
cumstances, including the likelihood of the employer’s 
ability to continue contributions as provided under 
the plan. In the event a plan is abandoned the em- 
ployer should promptly notify the Commissioner, stat- 
ing the circumstances which led to the discontinuance 
of the plan. (Italics supplied.) 

The provisions requiring a degree of permanence 
are designed to place some restriction on the setting 
up of a plan during years of high profits principally 
to secure tax advantage, only to abandon the plan in 
a few years as soon as profits fall off and it no longer 
appears desirable from a tax standpoint to continue 
payments. At the same time it is not intended to 
penalize an employer who, having set up a plan in 
good faith, abandons it after a few years because of 
insolvency or bankruptcy or because adverse business 
conditions beyond its control would make it unreason- 
ably burdensome to continue the required payments 
under the plan. It has therefore been provided in the 
regulations that abandonment of a plan within a few 
years after it has taken effect will be evidence that the 
plan from its inception was not a bona fide program 
for the exclusive benefit of employees in general. 


PS No. 8, August 4, 1944. Provisions Restricting 
Employer Contributions. 


Advice is requested whether any particular form is 
required in regard to provisions limiting the employer 
contributions which may be used without restriction 
for the benefit of the highest paid employees during 
the early years of the plan. 

Mim. No. 5717, 1944-I. R. B. No. 14, page 17 
sets for the general requirements in regard to such 
restrictions. No particular form, however, as to pro- 
visions which comply with these rules is prescribed. 
Any stipulations or measures which effect the limita- 
tions set forth are acceptable. For example, provisions 
similar to the following would generally be satisfactory : 


1. During the first ten years after the establish- 
ment of the plan the benefits provided by the em- 
ployer’s contributions for the employees listed in 
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PENSION TRUST RULINGS 


Rulings Issued by the Pension Trust Division of the Bureau of Internal Revenue 





Schedule X will be subject to the conditions set forth 
in subdivisions 3 and 4 hereof. 

2. For the purpose of these conditions: 

(a) Schedule X shall consist of a list of the twenty- 
five highest paid employees as of the time of estab- 
lishment of the plan, including any such high paid 
employees who are not participants at that time but 
may later become participants, but excluding any em- 
ployees whose annual benefit provided by employer 
contributions will not exceed $1,500.00. 

(b) Unrestricted benefits at any time means bene- 
fits of the form called for by the plan, including any 
withdrawal values available to a living employee and 
any death or survivor’s benefits payable on behalf of 
an employee who dies after retirement, which have 
been provided by employer contributions not exceed- 
ing the larger of the following amounts: (1) $20,000, 
or (2) an amount equal to 20 percent of the first 
$50,000 of the employee’s average regular annual com- 
pensation multiplied by the number of years since 
establishment of the plan. 

(c) Supplemental retirement income payments 
means any current payments to a retired employee 
sufficient, together with his unrestricted benefits, to 
bring the total current payments to him up to the full 
retirement income benefits provided under the plan. 

3. Ifthe plan is terminated or the full current costs 
thereof have not been met at any time within ten years 
after its establishment, the funds or benefits which 
any of the employees listed in Schedule X may receive 
from the employer’s contributions (including any un- 
restricted benefits but exclusive of any supplemental 
retirement income payments he has already received 
up to that time) shall not exceed his unrestricted 
benefits at that time. 


4. If any employee listed in Schedule X leaves the 
employ of the company or withdraws from partici- 
pation in the plan when the full current costs have 
been met, the funds or benefits which he may receive 
from the employer’s contributions (including any 
funds or benefits he has already received) shall not, 
at any time within the first ten years after the estab- 
lishment of the plan, exceed his unrestricted benefits 
at that time. 


5. These conditions shall not restrict the full pay- 
ment of any insurance, death, or survivor’s benefits on 
behalf of an employee who dies while the plan is in 
full effect and its full current costs have been met. 


6. The foregoing conditions do not restrict the cur- 
rent payment of full retirement income benefits called 
for by the plan for any retired employee while the 
plan is in full effect and its full current costs have 
been met, nor do they in any event restrict the pay- 
ment of any benefits provided by an employee’s own 
contributions. 

It should be noted, however, that the provisions for 
distribution of funds upon termination should not 
conflict with the above provisions. Any equitable 
method of distribution of funds upon termination is 
acceptable if, upon termination of the plan within ten 
years after establisahment, any funds in excess of 
those for the unrestricted benefits of the employees 
listed on Schedule X are distributed among other em- 


[Continued on page 471] 
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DISREGARDING THE CORPORATE ENTITY 
IN TAX CASES 


By ALBERT LEVITT 


The author was formerly Judge of the United States District Court for the Virgin Islands 


HE UNITED STATES Supreme Court has 
repeatedly held that “. as a general rule a 

corporation and its stockholders are deemed 
separate entities . . .”1? But it has also held that the 
general rule “ . is subject to the qualification that 
the separate identity may be disregarded in excep- 
tional situations where it otherwise would present 
an obstacle to the due protection or enforcement of 
public or private rights.” ? 


It is the purpose of this article to discuss three 
questions, which are 


First: Does the rule that a corporation and its stock- 
holders are separate entities apply in federal income 
tax cases? and Second: What is meant by the phrase 
“the separate identity may be disregarded”? and 
Third: What are the “exceptional situations” because 
of which the separate identities of corporation and 
stockholder will be disregarded? 


A corporation is a practical device for carrying on 
business activities. It is recognized by businessmen 
as having a real, though intangible, existence. It is 
not a fictitious nonexistence. 


The courts have recognized that a corporation is a 
legal reality. It is a real juristic person. It is capable 
of maintaining real and full legal interests. The 
United States Supreme Court has said: 


“c 


. it leads nowhere to call a corporation a fiction. If it is 
a fiction it is a fiction created by law with intent that it should 
be acted on as if true. ..”* 


The federal courts generally recognize that: 


“ 


. . a corporation will be looked upon as a legal entity 
as a general rule and until sufficient reason to the contrary 
appears...” * 

Practically, then, as well as a matter of law, a cor- 
poration is a legal person, a legal entity separate and 
apart from its stockholders and those who may own 
and control it. 

The history of the tax laws of our country shows 
that: 


“ 


. there has been a progressive endeavor by the Congress 
and the courts to bring about a correspondence between the 
legal concept of ownership and the economic realities of en- 
joyment or fruition.” 

The general purpose of Congress has been to recog- 
nize the practical business fact that corporations are 
legal entities. All the income tax laws have included 
corporations as taxable entities. The Internal Rev- 
enue Code refers to corporations many times.’ Entire 





1 New Colonial Ice Co. v. Helvering, 292 U. S. 435, 442 [4 ustc 

1292]. 

2 Ibid. 

3 Klein v. Board of Supervisors, 282 U. S. 19, 24. 

*U. 8. v. Milwaukee Co., 142 Fed. 247, 255. 

5 Burnet v. Wells, 289 U. S. 670, 677 [3 ustc f] 1108]. 

® Rev. Act 1924, Sec. 2 (2); Sec. 201; Rev. Act 1926, Sec. 2 (2), 
See. 201; Rev. Act 1936, Sec. 52; Second Rev. Act 1940, Sec. 101; 
Rev. Act 1942, Sec. 105. 

TT. &..C. Secs, 13, 14,23. 

8’ For example see I. R. C. Secs. 148, 725, 726, 727. 

® Helvering v. Safe Deposit and Trust Co., 95 F. (2d) 806, 812 
[38-1 uste J 9240]. 
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and is now a tax consultant in Los Angeles. 





sections of the tax laws are devoted to corporations 
and treat corporations as distinct entities and taxable 
as such.’ 

The United States tax court has tried to base “ 
its conclusions upon the realities as it found them 
rather than upon considerations of abstract logic 

..’® The circuit court of appeals for the fourth 
circuit has well said that: 

“The general rule undoubtedly is that for tax as well as 
other purposes, a corporation is an entity separate and distinct 
from its stockholders.” ” 

The United States Supreme Court has taken the 

position, repeatedly, that a corporation is an entity 
separate and apart from its stockholders so far as 
tax problems are concerned."! It has summed up the 
legal situation by saying: 
“The doctrine of corporate entity fills a useful purpose in 
business life. Whether the purpose be to gain an advantage 
under the law of the state of incorporation, or to avoid or to 
comply with the demands of creditors or to serve the creator’s 
personal or undisclosed convenience, so long as that purpose 
is the equivalent of business activity or is followed by the 
carrying on of business by the corporation, the corporation 
remains a separate taxable entity.” ” 

It is especially to be noted that the number of 
shareholders that a corporation has is entirely imma- 
terial so far as the practical and legal existence of a 
corporation as an entity separate and apart from its 
stockholders is concerned.4* The United States tax 
court has followed the United States Supreme Court 
in holding that: 
aes because a corporation has only a single stockholder, 
it does not follow, for that reason, alone, that transactions 
between them must be disregarded for tax purposes. . .” * 
The primary concern of Congress has been: 

. to prevent the recognition of purely fictitious gains or 

losses in the administration of the income tax law. . .”” 
The concern of Congress has not been to deny the 
separate legal existence of the corporations which 
Congress itself creates by its own laws and which 
every State in the Union creates by its corporation 
acts. 

There can be no doubt that under existing statutes 
and court decisions a corporation is a legal entity 
separate and apart from its stockholders, be they 
many or only one, in all matters that are regulated 
and controlled by the federal income tax acts. 


“c 


Separate Identity May Be Disregarded 


What, then, does the phrase “the separate identity 
may be disregarded” mean? 


”U,. 8. v. Brager Building and Land Corporation, 124 F. (2d) 
349, 350 [41-2 ustc {] 9799]. 

11 New Colonial Ice Co. v. Helvering, 292 U. S. 432, 442 [4 ustc 
| 1292]; Moline Properties Inc. v. Commissioner, 319 U. S. 436, 438, 
439 [43-1 ustc { 9464]; Klein v. Board of Tax Supervisors, 282 
U.. 8.19. 

12 Moline Properties Inc. v. Commissioner, 319 U. S. 436, 438, 
439 [43-1 ustc J 9464]. 

13 Burnet v. Commonwealth Improvement Company, 287 U. S. 415 
[3 ustc f 1009]. 

14 Greenspun v. Commissioner, [C. C. H. Dec. 13,876 (M)]. 

16 Helvering v. Leary, 93 F. (2d) 826, 828 [38-1 ustc { 9028]. 
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We can clear the ground of inquiry by showing at 
once that there are two things that the phrase does 
not mean. There are (1) it does not mean that the 
existence of the corporation as a legal entity will be 
denied, and (2) it does not mean that the activities 
of the corporation as a separate entity will be denied 
as existent facts. 


The United States Supreme Court has made these 

two things exceedingly and authoritatively clear by 
saying: 
“We have no doubt of the power or duty of a court to 
look through the form of the corporation and determine the 
question of the stockholder’s right, in order to ascertain 
whether he has received income taxable by Congress without 
apportionment. But, looking through the form, we cannot dis- 
regard the essential truth disclosed, ignore the substantial dif- 
ference between corporation and stockholder, treat the entire 
organization as unreal, look upon stockholders as partners, 
when they are not such, treat them as having in equity a 
right to a partition of the corporate assets, when they have 
none, and indulge the fiction that they have received and 
realized a share of the profits of the company which in truth 
they have neither received or realized. We must treat the 
corporation as a substantial entity separate from the stock- 
holder, not only because such is the practical fact but because 
it is only by recognizing such separateness that any dividend 
—even one paid in money or property—can be regarded as 
income of the stockholder.” * 

Indeed, it is only by recognizing the legal existence 
of the corporation and the legal existence of the acts 
of the corporation, and their consequences, as facts, 
that public rights and private rights can be ascer- 
tained, protected and made effective where a corpora- 
tion and its stockholders have acted together to bring 
about a taxable or a non-taxable factual situation. 


The circuit court of appeals for the fourth circuit 

presents the clue to the meaning of the phrase “the 
separate entity may be disregarded” when it says: 
“It is well settled that courts will not be blinded by corporate 
forms nor permit them to be used to defeat public convenience, 
justify wrong or perpetrate fraud, but will look through the 
forms and behind the corporate entities involved to deal with 
the situation as justice may require.” “ 

This means that the courts will examine, most 
meticulously, all of the activities of the corporation 
and the stockholders of that corporation, analyze the 
interrelations and results of those activities and deter- 
mine whether the admitted, factually existent corpo- 
rate activities and their results should be imputed to 
the stockholder as an individual. If the corporation 
has not really been functioning as a self-serving busi- 
ness organization should function, but has been acting 
as a juristic monkey to help pull the stockholder’s 
income-chestnuts out of the income-tax-law-fire then 
the courts will deal with the stockholder-cat as 
though it was the corporation-monkey’s paw. The 
results of the interrelated activities will be imputed 
to the stockholder even though it is admitted that the 
corporation exists and has acted in its corporate 
capacity. 


Exceptional Situations 


What are the “exceptional situations” because of 
which the separate identities of a corporation and its 
stockholders will be “disregarded”? 

The importance of the question and the difficulties 
which accompany an effort to answer it will justify 
a more lengthy and detailed analysis of the leading 


cases than would ordinarily be presented in a general 
article. 





1% Hisner v. Macomber, 252 U.S. 189, 213 [1 ustc §] 32]. 
™ Stone v. Eacho, 127 F. (2d) 284, 288. 
18 Klein v. Board of Supervisors, supra. 
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Here, too, we can clear the ground somewhat by 
showing that the United States Supreme Court has 
definitely established one situation in which the cor- 
porate identity will not be disregarded. It has said: 
“The corporation is a person and its ownership is a non-con- 
ductor that makes it impossible to attribute an ownership in its 
property to its members.” (Italics supplied) * 

This means that where the facts show that the cor- 
poration, and not the stockholder, owns that which 
is taxed at the time that the tax accrues the activities 


of the corporation will not be attributed to its stock- 
holder. 


An analysis of the decided cases will now show the 
situations in which the courts will attribute the re- 
sults of the activities of the corporation to its stock- 
holders for taxation purposes. 


The leading case is Gregory v. Helvering, 293 U. S. 
465, 79 L. Ed. 596, 14 A. F. T. R., 1191 [35-1 usre 
| 9043]. In this case, the United Mortgage Corpora- 
tion was in existence. Gregory owned all the stock 
of United Mortgage Corporation. Among the assets 
of United Mortgage Corporation were 1,000 shares of 
Monitor Securities Corporation. Gregory wanted to 
acquire the Monitor Securities Corporation shares 
and sell them for her own individual profit. She, 
therefore, had Averill Corporation created under the 
laws of Delaware on September 18, 1928. The only 
purpose for which Averill was created was to act as 
an instrument for the transfer of the shares of Moni- 
tor Securities Corporation to Gregory. Three days 
later, on September 21, 1928 the United Mortgage 
Corporation transferred the 1,000 shares of Monitor 
Securities Corporation to Averill Corporation. In 
exchange, Averill Corporation transferred all of its 
shares to Gregory. On September 24, 1928, Averill 
Corporation dissolved and liquidated by distributing 
all of its assets to Gregory. The only assets that 
Averill had were the 1,000 shares of Monitor Securi- 
ties Corporation. No other business was transacted 
by Averill Corporation. Gregory sold Monitor Securi- 
ties Corporation for $133,333.33. Her tax return 
showed a capital gain of $73,007.88. She claimed that 
the creation of Averill and transfer of shares of Monitor 
Securities Corporation by United Mortgage Corpo- 
ration, was a reorganization under the tax law. 

The question before the court was: Was there a 
reorganization? The Supreme Court said there was 
no reorganization under the tax law because Averill 
Corporation was “. . . a mere device which put on 
the form of corporate reorganization as a disguise 
for concealing its real character, and the sole object 
and accomplishment of which was the consummation 
of a preconceived plan, not to reorganize a business 


or any part of a business, but to transfer a parcel of - 


corporate shares to the petitioner.” 

It is to be noted that: 

(1) Averill Corporation was “. 
valid corporation .. .” 

(2) The United States Supreme Court recognized 
the juristic existence of Averill Corporation. 

(3) The transfer which was made by United Mort- 
gage Corporation to Averill Corporation was accepted 
as a fact. 

(4) Averill Corporation transferred the shares of 
Monitor Securities Corporation to Gregory. 

(5) The United States Supreme Court recognized 
and accepted as a fact that Averill Corporation had 


made a transfer of the Monitor Securities Corporation 
shares to Gregory. 
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(6) Averill Corporation was used as a corporate 
conduit through which the assets of United Mortgage 
Corporation, the controlling shares of which were 
owned by Gregory, were transferred indirectly to the 
controlling shareholder of United Mortgage Corpo- 
ration. 

(7) Averill Corporation had but one function, i. e., 
to conceal and disguise the real nature of the trans- 
actions which Gregory wanted to have carried out. 
That function was to “. . . diminish the amount of 
income tax which would result from a direct transfer 
by way of dividend . . .”, if the transfer were made 
from United Mortgage Corporation to Gregory direct. 

(8) The assets owned by United Mortgage Cor- 
poration traveled from United Mortgage Corporation 
and had its final resting place in the ownership and 
possession of Gregory. 

(9) Averill Corporation, having fulfilled its func- 
tion, was dissolved. 

(10) United Mortgage Corporation remained in 
existence. 

(11) The final result was a situation which was 
identical with a situation that would have existed if 
United Mortgage Corporation had made a direct 
transfer of a part of its assets, that is, the 1,000 shares 
of Monitor Securities Corporation to Gregory, the 
controlling shareholder. 

The case stands for the legal proposition that the 
use of a corporation as a conduit for income which 
reaches the possession and ownership of a taxpayer 
will not nullify a tax upon that income. The rationale 
of the Gregory case is that no matter how long, devi- 
ous and involved the journey of income from its 
source to its final recipient may be, the final recipient 
must pay the tax on that income. 

In Helvering v. Gordon, 87 Fed. (2d) 663, 18 
A. F. T. R. 791 [37-1 ustc J 9088], the facts were that 
the Gordon Can Company was a corporation that manu- 
factured tin goods. Gordon owned 799/990ths of the 
stock in the Gordon Can Company. The Gordon Can 
Company bought tin plate from a tin plate manufac- 
turer. The tin plate manufacturer gave a large rebate 
to the Gordon Can Company. The result of the rebate 
was that the profits of the Gordon Can Company were 
so great that Gordon wished to conceal the amount 
of those profits for fear that the purchasers of the 
goods manufactured by the Gordon Can Company 
might demand lower prices. Gordon organized the 
Wallace Realty Company. He became the owner of 
all the stock of Wallace Realty Company. The osten- 
sible function of Wallace Realty Company was to buy 
and sell real estate. The real function of Wallace 
Realty Company was to receive rebates from the 
seller of the tin plate and transfer those rebates to 
Gordon. Gordon issued instructions to the seller of 
tin plate to send the bills for tin plate, sold to Gordon 
Can Company, to Gordon Can Company, but to send 
the rebates to Wallace Realty Company. Gordon 
disposed of most of his stock in Wallace Realty Com- 
pany, retaining only one-twentieth of all the stock in 
Wallace Realty Company. Wallace Realty Company 
distributed $20,000.00 in dividends to its stockholders. 
The question before the court was this: Should 
Gordon be taxed on the $20,000.00 on the basis of his 
1/20th holding of Wallace Realty Company stock, or 
on the basis of his 799/990ths holding of the Gordon 
Can Company stock. The court held that Gordon 
should be taxed on the basis of his holdings in the 


Gordon Can Company. The reasons for the holding 
were: 
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(1) That the dividends of the Wallace Realty 
Company were, in fact, dividends of the Gordon Can 
Company which had been deflected to the Wallace 
Realty Company. Hence, the dividends were really 
dividends of the Gordon Can Company. 

(2) Looking at the interrelation of the Gordon 
Can Company and the Wallace Realty Company, the 
court said that the two corporations were really one 
business organization ; that the Wallace Realty Com- 
pany was, in fact, a department of the Gordon Can 
Company, whose function it was to receive the re- 
bates made by the seller of tin plate. 

In this case, we find that the Wallace Realty Com- 
pany was set up for the express purpose of acting as 
a conduit through which the assets of Gordon Can 
Company would move from the Gordon Can Company 
into the ownership and possession of the controlling 
stockholder of Gordon Can Company. The Gordon 
Can Company differs from the Gregory case in two 
ways: In the Gregory case, Averill Corporation was 
created to carry out just one particular transaction. 
In the Gordon case, Wallace Realty Company was 
formed to carry out a series of transactions. In the 
Gregory case, Averill Corporation, having fulfilled its 
function, is dissolved—it ceases to exist as a juristic 
person. In the Gordon case, Wallace Realty Company 
is still in existence although it has fulfilled its function 
of acting as a conduit for the specific assets involved 
in the case. 

It will be noted that in the Gordon case, Wallace 
Realty Company was created to carry on sham busi- 
ness dealings; that there was a unity of business 
organization between the two corporations which were 
involved; that Wallace Realty Company was used as 
a conduit for deflecting, as well as conveying, assets 
to the one who ultimately received those assets; that 
there was a preconceived plan, on the part of the 
person who finally received those assets, to avoid the 
payment of the taxes which he would have had to pay 
if he had not conceived and carried out the plan but 
had received that which was the basis for the tax 
directly from the corporation which earned and owned 
that which was the basis for the tax. 

In Electrical Securities Corp. v. Commr., 92 Fed. (2d) 
593, 20 A. F. T. R. 279 [37-2 ustc J 9529], the facts 
were that the Electrical Securities Corporation was 
a holding company. It owned shares of stock in 
United Gas Improvement Company. United Corpo- 
ration offered to buy the United Gas Improvement 
Company’s shares which Electrical Securities Corpo- 
ration owned. On May 12, 1930, at 3:00 P. M., 
Electrical Securities Corporation organized a new 
corporation called the Diselin Corporation. The sole 
purpose for the creation of Diselin was to suspend 
the tax which would be imposed on Electrical Se- 
curities Corporation if it exchanged its United Gas 
Improvement Company stock directly with United 
Corporation. On May 12, 1930, Electrical Securities 
Corporation transferred the United Gas Improvement 
Company’s shares, which it owned, to Diselin Cor- 
poration. Diselin Corporation gave to Electrical 
Securities Corporation all of the shares of stock in 
Diselin Corporation in exchange for the United Gas 
Improvement Company’s shares. Also on May 12, 
1930, the same day that Diselin was incorporated, 
Diselin transferred all the United Gas Improvement 
Company’s shares to United Corporation. United 
Corporation transferred some of its shares to Elec- 
trical Securities Corporation and four others. Electrical 
Securities Corporation, and the others, gave to Diselin 


459 







































































































































































































































































































































































































































































































































































































































the shares which they owned in Diselin. On June 26, 
1930, Diselin dissolved, having done nothing more 
in a business way. 

The question was: Was the transfer of the shares 
of United Corporation from United Corporation to 
Electrical Securities Corporation exempt from taxa- 
tion under Section 112 (b) (5), Revenue Act of 1928? 

The court held that the transaction was not exempt 
from taxation. The transaction was not a reorganiza- 
tion. The purpose of the statute is to allow business 
reconstruction; and that presupposes a real business 
will result from the reorganization. The avoidance 
or suspension of taxes is not a business. 

The court did not ignore the existence of Diselin 
Corporation. It recognized that Diselin Corporation 
existed as a corporate entity; that it became the 
owner of the shares of United Gas Improvement 
Company and transferred those shares to United 
Corporation. The court held that Congress did. not 
intend to exempt such a transaction, as occurred in 
this case, under the provisions of Section 112 (i), 
Revenue Act of 1928. 

In this case, Diselin was set up for the express 
purpose of deflecting the specific taxes which other- 
wise would be levied directly upon Electrical Securi- 
ties Corporation, if Electrical Securities Corporation 
did directly what it did through Diselin. Diselin, 
having fulfilled its function, is dissolved. The shares 
of United reached and rested in the possession and 
ownership of Electrical Securities Corporation. 

In Kaspare Cohn Company, Ltd. v. Commr., 35 
B. T. A. 646 [CCH Dec. 9604], the facts were: 

Corporation A, a domestic holding corporation, and 
others, owned stock in two California public utility 
corporations. Certain bankers became interested in 
the purchase of this stock and negotiations were en- 
tered into between them and representatives of the 
stockholders. After a proposed agreement, providing 
for the payment of the price asked by the stockholders 
for their stock, had been reduced to writing in New 
York City, corporation A caused corporation B to be 
organized under the laws of Canada. Corporation A 
then wrote to corporation B, offering to transfer its 
public utility stocks to the latter corporation in ex- 
change for all of its capital stock. This offer was 
approved and accepted by the directors and officers of 
corporation B, all of whom were either members or 
employees of a Canadian law firm retained by corpo- 
ration A to bring about the organization of corpora- 
tion B. When the stocks were transferred into the 
name of corporation B, its directors elected the vice- 
president of corporation A treasurer of corporation 
B, and vested in him the exclusive custody of the 
stocks, which remained in the United States until 
their delivery to the purchaser. All negotiations for 
the sale of the stocks were carried on within the 
United States, and several proposed agreements were 
reduced to writing (but not signed) in New York 
City. All of the agreements were signed in Montreal, 
Canada. The Canadian directors and officers of cor- 
poration B, who approved and signed such agree- 
ments, with one exception, never saw them until they 
were brought to Canada. When the time arrived for 
the delivery of the stocks to a domestic corporation 
formed by the bankers to acquire them, the president 
of corporation A, who in the meantime had been 
designated a vice-president of corporation B, took the 
stocks to Canada, signed the final agreement, deliv- 
ered the stocks to the purchaser, received the consid- 
eration consisting of cash and bonds, and immediately 
transferred practically all of the cash to a bank in Los 
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Angeles. The only persons authorized to draw checks 
or drafts against the funds of corporation B were the 
president and vice-president of corporation A. Sub- 
stantially all of the cash received on the sale was 
transferred to corporation A as a loan. The Canadian 
officers and directors then resigned, corporation B 
secured permission to transact business in California, 
moved into the office of corporation A, the officers of 
corporation A became the officers of corporation B 
and three of the five directors of corporation A became 
the sole directors of corporation B. 

The question was: Must corporation A pay a tax 
on the money it received, ostensibly as a loan, from 
corporation B? The court held: Yes. It said that 
corporation B was really a dummy corporation and 
was an instrumentality of corporation A. 

It will be noted that corporation B was a dummy 
corporation; that corporation B was an instrumen- 
tality of corporation A; that corporation B acted 
simply as a conduit for the transfer of that which 
was the basis for the tax; and that the money which 
was the basis for the tax came to rest finally in the 
possession and ownership of corporation A upon 
whom the tax was imposed. 

In Continental Oil Company v. Jones, 113 Fed. (2d) 
557 [40-2 ustc J 9549], the facts were that corporation A 
had complete ownership and control of corporation X, 
corporation Y and corporation Z, which corporation 
A had created to act as the selling agencies of corpo- 
ration A and to permit of tax avoidance on the sales 
made really, but indirectly, by corporation A through 
the use of the subsidiary corporations. The Commis- 
sioner of Internal Revenue imposed a federal sales 
tax upon corporation A which was based upon the 
sales made by the subsidiaries. The question was: 
Was the sales tax validly imposed? The court held 
that the sales tax was validly imposed and predicated 
its holding upon the facts that the subsidiaries were 
agencies of corporation A; that the subsidiaries were 
created to be used by corporation A to evade the 
specific taxes which were imposed; and that the pro- 
ceeds from the sales were finally conducted to corpo- 
ation A which was the real operative organization 
and which finally owned the proceeds of the sales on 
which the tax was imposed. 

In Georday Enterprises, Ltd. v. Commr., 126 Fed. 
(2d) 384, 28 A. F. T. R. 1338 [42-1 ustc J 9343], the 
facts were that Georday Enterprises was a Canadian 
corporation. Its business purpose was to hold, buy 
and sell investment securities. Power Securities 
Corporation was a Delaware corporation. Lady 
Cunard was a nonresident alien. She paid for and 
bought shares of stock in Power Securities Corpo- 
ration. On August 31, 1922, Lady Cunard transferred 
to Power Securities Corporation certain securities, 
and Power Securities Corporation agreed to pay to 
Lady Cunard $361,000 for those securities. By June 
12, 1928, Power Securities Corporation had repaid 
Lady Cunard the amount owed to her, and in addition 
had loaned money to her. On October 21, 1931, 
Georday Enterprises was incorporated. On October 26, 
1931, Lady Cunard subscribed for all the stock of 
Georday Enterprises, at a par value of $10.00 per 
share. Lady Cunard transferred to Georday Enter- 
prises all the shares of Power Securities Corporation, 
in exchange for $365,000 in cash. Lady Cunard then 
paid Power Securities Corporation the amount that 
she owed them. Lady Cunard thereafter caused 
Blenheim Company, Ltd. to be organized in New- 
foundland, as a holding company. The sole purpose 
of Blenheim Company was to take over Power Securi- 
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ties Corporation. On January 22, 1932, Power Se- 
curities Corporation and Blenheim Company entered 
into a plan of reorganization. Power Securities Cor- 
poration transferred its assets to Blenheim Company. 
Bleinheim Company issued all of its stock to Power 
Securities Corporation. Power Securities Corporation 
agreed to transfer the stock of Blenheim to Lady 
Cunard. Thereafter Power Securities Corporation 
transferred all the shares of Blenheim Company to Lady 
Cunard. Power Securities Corporation was thereupon 
dissolved. Blenheim Company continued in existence. 
Blenheim Company distributed $370,000 to Georday 
Enterprises as Georday Enterprises was the sole 
stockholder of Blenheim Company. Georday Enter- 
prises filed no income tax return for 1932. The Com- 
missioner, on April 2, 1938, filed an income tax return 
for Georday Enterprises for the year 1932. The 
Commissioner claimed that there was no valid reor- 
ganization of Power Securities Corporation and Blen- 
heim Company, and that the amount received by 
Georday from Blenheim came from sources within 
the United States. 


Question 1: Was there a valid reorganization of 
Blenheim Company and Power Securities Corpora- 
tion? (This question was not answered by the court.) 

Question 2: Was the amount received by Georday 
Enterprises taxable as income to Georday Enterprises? 
The court held that it was. It said that the dividend 
to Blenheim Company came from sources within the 
United States and that the transfer of the dividends 
from Blenheim to Georday Enterprises did not de- 
stroy the nature of the dividends, nor change the 
source of those dividends. 

It will be noted that the label “Made in the United 
States” was on the dividends at the time when Power 
Securities Corporation received those dividends; that 
the dividends were shunted through successive activi- 
ties by separate corporations to final ownership by 
Georday in whose possession they were at the time 
when the tax was imposed; and that Georday was 
the stockholder in Blenheim from which corporation 
Georday received the dividends. The practical result 
of the intercorporate structure and the activities of 
the several corporations was that Georday, through 
a devious path, became the final resting place of the 
dividends which were given to Power Securities 
Corporation. The court dealt with the situation as 
though Georday had received the dividends directly 
from the corporation which had earned them and had 
distributed them to Power Securities Corporation. 

In Groves v. Commr., 99 Fed. (2d) 179, C. C. A. 4, 
21 A. F. T. R. 869 [38-2 ustc J 9526], the facts present 
a peculiar situation. Prior to 1930, First Industrial 
Bankers, Inc. had outstanding 54,000 shares of com- 
mon stock and 46,296 shares of preferred stock. The 
First Industrial Holding Corporation owned 36,000 
shares of the common stock of First Industrial Bank- 
ers, Inc. First Industrial Bankers, Inc.’s 18,000 shares 
of stock were owned by Belmont & Company, C. T. Wil- 
liams & Company, and the Bankers Bond & Share 
Company, each of whom owned 6,000 shares. 

Groves was an officer and a director of First Indus- 
trial Holding Corporation. As such, Groves controlled 
the First Industrial Bankers, Inc., because Groves, or 
his brother, was the principal holder of the common 
shares of the First Industrial Holding Corporation. 
Groves was employed during 1929 and into 1930 by 
First Industrial Bankers, Inc. 


Sometime in the early part of June, and prior to 
June 20, 1930, Greene was president of the Merchants 
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and Manufacturers Securities Company. The Mer- 
chants and Manufacturers Securities Company owned 
and controlled a subsidiary called the Domestic Fi- 
nance Corporation. 


Prior to June 20, 1930, Greene began informal 
negotiations with Groves for the purpose of bringing 
about a merger between the First Industrial Bankers, 
Inc. and Domestic Finance Corporation. Informal 
negotiations resulted in an understanding between 
Groves and Greene that Merchants and Manufac- 
turers Securities Company should acquire the 54,000 
shares of the common stock of First Industrial Bank- 
ers, Inc. for $1,000,000. The understanding was to be 
reduced to writing at a later date and the written 
instrument was to contain other matters and other 
details. 


In connection with this understanding, and looking 
forward to the making of the written agreement and 
the carrying out of the plan, Groves, on June 20, 1930, 
caused the Firinbank Corporation to be organized, 
with an authorized capital stock of 5,000 shares of 
$10.00 par value. 


On June 21, 1930, Groves, again having in mind 
an understanding with Greene, organized the Wage- 
gro Corporation with an authorized capital stock of 
$1,000,000 consisting of 5,000 class A and 5,000 class 
B shares. Groves immediately acquired all but the 
qualifying shares of Wagegro Corporation. Groves 
and his brother became directors of Wagegro Cor- 
poration. 


On June 26, 1930, Groves acquired options to pur- 
chase the 18,000 shares of the common stock of First 
Industrial Bankers, Inc. from Belmont & Company, 
C. T. Williams & Company and the Bankers Bond & 
Share Company. 


On June 27, 1930, the understanding between 
Greene and Groves was reduced to writing and the 
written instrument was dated as of June 27, 1930. 
The written agreement provided that: 

(1) Both Greene and Groves would use their ef- 
forts to bring about a merger of Domestic Finance 
Corporation and First Industrial Bankers, Inc. 


(2) One of the details by means of which the 
merger was to be accomplished was the acquisition by 
Domestic Finance Corporation of the 54,000 common 
shares of First Industrial Bankers, Inc., in exchange 
for 18,000 common shares of Domestic Finance Cor- 
poration. Groves undertook to see that the 18,000 
common shares of Domestic Finance Corporation 
would be delivered to Merchants and Manufacturers 
Securities Company in some way. 


(3) Groves agreed that on or prior to the date of 
closing the merger between First Industrial Bankers, 
Inc. and Domestic Finance Corporation, he (Groves) 
would enter into an employment contract with Mer- 
chants and Manufacturers Securities Company, or 
any other company designated by Merchants and 
Manufacturers Securities Company. Groves also 
agreed not to compete directly, or indirectly, with his 
employer. 

(4) The 18,000 shares of common stock of Domes- 
tic Finance Corporation, which Groves undertook to 
deliver to Merchants and Manufacturers Securities 
Company, were to be paid for by the sum of $425,000 
in cash. 

(5) As payment for agreeing to work for Merchants 
and Manufacturers Securities Company, or any cor- 
poration designated by it, Groves was to receive 
23,000 shares of class A stock of Merchants and 
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Manufacturers Secutities Company, plus a commit- 
ment of some person, firm or corporation to purchase 
the 23,000 shares for the sum of $575,000. Merchants 
and Manufacturers Securities Company guaranteed 
the performance of the obligations of the commitment. 

On August 8, 1930, Groves offered to give to Firin- 
bank Corporation an option, which Groves had, to 
purchase 36,000 shares of First Industrial Bankers, 
Inc. for $300,000, an assignment of options held by 
Groves for the purchase of 18,000 shares of First 
Industrial Bankers, Inc., and $5,000 in cash, in ex- 
change for the 5,000 shares of capital stock of Firin- 
bank Corporation. On the same date that the offer 
was made, the offer was accepted by Firinbank Cor- 
poration and the options were assigned by Groves to 
Firinbank Corporation. 

On August 8, 1930, Groves and Firinbank Corpo- 
ration entered into an agreement that Groves would 
be employed by Firinbank Corporation for the period 
August 15, 1930 to January 1, 1933; that Groves would 
receive compensation of $1,500.00 a month, and that 
Groves would refrain from competing in the field in 
which Firinbank Corporation was operating. 

On August 8, 1930, the directors of Wagegro Cor- 
poration had their first meeting. Groves was elected: 
president and treasurer of Wagegro Corporation. At 
this meeting, Greene offered to buy from Wagegro 
Corporation 5,000 of its class A shares for $500,000 in 
cash, the shares to be issued in Greene’s name. The 
offer was accepted. Thereupon the directors of 
Wagegro Corporation resigned and Greene and his 
associates were elected directors of Wagegro Cor- 
poration. Greene was now Wagegro Corporation’s 
sole shareholder. On August 11, 1930, Wagegro 
Corporation’s charter was amended at a stockholders’ 
meeting, at which meeting Groves had a proxy from 
Greene and voted all of Greene’s shares. 

On August 12, 1930, Firinbank Corporation trans- 
ferred the four options for the purchase of 54,000 
shares of First Industrial Bankers, Inc., and the em- 
ployment contract it had with Groves, to Wagegro 
Corporation, receiving 5,000 class B shares of Wage- 
gro Corporation in exchange. Wagegro Corporation 
exercised the options and purchased the 54,000 shares 
of First Industrial Bankers, Inc. for approximately 
$500,000. 

On August 12, 1930, Merchants and Manufacturers 
Securities Company offered to issue to Wagegro 
Corporation 23,000 shares of its class A stock “having 
a present fair market value of $575,000,” in exchange 
for an assignment by the Wagegro Corporation of the 
Firinbank-Groves employment contract. Wagegro 
Corporation accepted the offer. Merchants and Manu- 
facturers Securities Company directed that the Firin- 
bank-Groves contract be assigned to the Domestic 
Finance Corporation. The assignment was made. At 
this time the fair market value of the 23,000 class A 
shares of Merchants and Manufacturers Securities 
Company was $575,000. On August 15, 1930, Greene 
made an offer to Wagegro Corporation to buy the 
23,000 class A shares of Merchants and Manufac- 
turers Securities Company for $575,000, payable 
$75,000 in cash and $500,000 by the surrender for 
retirement of the 5,000 class A shares of the Wagegro 
Corporation which Merchants and Manufacturers 
Securities Company owned. The offer was accepted. 
The sale was made. 

On August 15, 1930, Merchants and Manufacturers 
Securities Company made an offer to the Wagegro 
Corporation to purchase the 54,000 common shares of 
First Industrial Bankers, Inc. for $425,000 cash. The 
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offer was accepted. The sale was made. Thereupon 
Greene and his associates resigned their offices in 
Wagegro Corporation, and Groves and his associates 
became directors and officers of Wagegro Corpo- 
ration. 

In January, 1931, the Groves employment contract, 
which was then still held by Domestic Finance Cor- 
poration, was substantially modified by the parties by 
a reduction in the amount of compensation to $100 a 
year, by changing the services to be rendered by 
Groves and by reducing the restrictions against 
Groves engaging in competition with Domestic Fi- 
nance Corporation. 

The 54,000 shares of First Industrial Bankers, Inc. 
were not transferred to, or acquired by, Merchants 
and Manufacturers Securities Company in exchange 
for 18,000 shares of Domestic Finance Corporation 
as was provided by the contract of June 27, 1930, 
between Merchants and Manufacturers Securities 
Company and Groves. 

Firinbank Corporation is still in existence and 
operation. It still holds the Wagegro Corporation 
shares. The Wagegro Corporation is still in existence. 
It has the same capital that it had before and is in 
active operation as a business concern. 

Groves owns all the stock of the Firinbank Corpo- 
ration and Firinbank Corporation owns all the stock 
of the Wagegro Corporation. 

For the fiscal year ended March 31, 1931, Merchants 
and Manufacturers Securities Company, on its income 
tax return for that year, took a deduction of $151,315.80 
as amortization of the Firinbank-Groves employment 
contract, which amortization was computed upon a 
cost basis of $575,000 amortized over the period from 
August 15, 1930 to January 1, 1933. 

The only question involved in the case was whether 
the sum of $575,000 paid for the shares given in ex- 
change for the employment contract, was taxable to 
Groves as income of Groves for the year 1930. 

The court held that the sum paid in exchange for 
the shares was income to Groves and was taxable 
as income to him for the year 1930. 

An analysis of the foregoing devious and involved 
proceedings makes it clear that there is only one factor 
which needs to be considered so far as our present 
inquiry is concerned. That factor is the agreement 
Groves made with Merchants and Manufacturers 
Securities Company to work for that company, or for 
any person designated by it. The agreement was 
made on June 27, 1930. Immediately upon the signing 
of the agreement Groves was under a duty to work for 
Merchants and Manufacturers Securities Company and 
Groves had a vested right to receive $575,000 if the em- 
ployment contract was assigned to anyone by Mer- 
chants and Manufacturers Securities Company. It seems 
to have been tacitly understood that the agreement was 
to be assigned, the 23,000 shares of class A stock in 
Merchants and Manufacturers Company would be 
given to Groves and then bought for $575,000, and 
that Groves would receive the $575,000 ultimately. 

All that Groves did after the employment contract 
had been signed with Merchants and Manufacturers 
Securities Company were simple activities to create 
a conduit by means of which the $575,000 would be 
received by an agent of Groves for and on behalf of 
Groves. Wagegro was that agent. Wagegro received 
the $575,000 on behalf of Groves on August 15, 1930 
when Wagegro sold the 23,000 class A shares of Mer- 
chants and Manufacturers Securities Company to 
Greene for $75,000 in cash and 5,000 class A shares of 
stock of the Wagegro Corporation. The maxim in the 
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law of Agency facit per alium facit per se operated to 
put the $575,000 into the ownership and constructive 
possession of Groves on August 15, 1930. It was 
immaterial that the agent employed by Groves to re- 
ceive the $575,000 for him was a corporation because 
a corporation may be an agent. The act of the agent 
was the act of the principal. Hence, Groves was 
properly taxed on the receipt of the $575,000 during 
the year 1930. 

[t will be noted that Groves started with the owner- 
ship of a right to $575,000 which right was to be 
transmuted into cash if a designated condition should 
come into existence; that the designated condition did 
come into existence; that the right was transmuted 
into money and money’s worth; that the money and 
money’s worth finally came into the possession and 
ownership of Groves; that all of the activities of the 
various corporations which were used in the trans- 
action were simply a method by means of which 
Groves received indirectly that which he was entitled 
to receive directly; and that the indirect method of 
receipt was used so that Groves might evade the 
payment of the specific tax which was finally imposed 
upon him. 

In Paul Plunkett & Co., Inc. v. Commr., 42 B. T. A. 
464 [CCH Dec. 11,270], the facts were many and the 
transactions very involved. Paul Plunkett & Co. was 
a New York corporation. Paul Plunkett, individually, 
in his capacity as trustee for immediate members of 
his family, owned all the stock of Paul Plunkett & Co. 
Paul Plunkett also owned all of the stock of the 
Anchorage Corporation, and he was president of Paul 
Plunkett & Co. In 1927, the company secured a pur- 
chaser for shares of stock of X Corporation (Ben 
Meyer and his associates). X Corporation contracted 
with Paul Plunkett & Co. to pay Paul Plunkett & Co. 
commissions on the sale of the X Corporation stock. 
Thereafter Paul Plunkett & Co. executed a document 
which purported to assign its interest in commissions 
to J. Booth for $15,000. J. Booth was an employee of. 
Paul Plunkett & Co. He had no funds of his own. 
Paul Plunkett & Co. deposited $15,000 in a personal 
account of J. Booth. J. Booth paid Paul Plunkett & 
Co. for the interest in the commissions by drawing a 
check on this personal account. Thereafter West- 
chester Corporation, Ltd., was organized in Canada. 
Then J. Booth transferred his right to receive the 
commissions to Westchester Corporation, Ltd. West- 
chester Corporation, Ltd., in exchange for the right 
to receive the commissions, gave to J. Booth all of 
the stock of Westchester Corporation, Ltd. J. Booth 
transferred the stock of Westchester Corporation, 
Ltd., to Anchorage Corporation. Then X Corporation 
paid the commissions to Westchester Corporation, 
Ltd. Westchester Corporation, Ltd. loaned to Paul 
Plunkett & Co. a sum in the amount of the commis- 
sions, less a small service charge. Paul Plunkett 
& Co. gave its note to the Westchester Corporation, 
Ltd. in exchange for the loan and thereafter issued 
some of its class B stock, with no market value, to 
Westchester Corporation, Ltd. to pay the note. 
Westchester Corporation, Ltd. cancelled the note. 
Thereafter, in 1930, Bryan Corporation was formed. 
Bryan Corporation issued all of its stock to Anchor- 
age Corporation in return for receiving the 450 shares 
ot class B stock of Paul Plunkett & Co., which is 
owned by Westchester Corporation, Ltd. (It will be 
recalled that Anchorage is the sole stockholder of 
Westchester Corporation, Ltd.) Paul Plunkett & Co. 
does not report the commissions in its income tax 
return but treats and reports the matter as a loan. 
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Question 1: Was there a fraudulent return? The 
court held: Yes. 

Question 2: Were the commissions income to Paul 
Plunkett & Co.? The court held: Yes. 

It will be noted that Paul Plunett & Co., Inc. 
earned the commissions and became the owner of the 
right to receive the commissions before Westchester 
Corporation, Ltd. was created; that there was a de- 
liberate attempt to defraud the United States; that 
Westchester Corporation, Ltd. was created for the 
express purpose of helping to defraud the United 
States; that the commissions were paid to West- 
chester Corporation, Ltd.; that Westchester Corpo- 
ration, Ltd. transmitted the commissions to Paul 
Plunkett & Co., Inc. in the guise of a loan; and that 
the commissions came finally to rest in the possession 
and ownership of Paul Plunkett & Co., Inc. who were 
entitled to them from the beginning. Here, as in the 
Groves case, that which was subject to tax took an 
indirect path to avoid a law which a direct path could 
not avoid. Lawful corporate means were used to 
further unsocial stockholder ends. 

In Commissioner v. Smith, 136 Fed. (2d) 556 [43-1 
usTC J 9477], the facts were that Smith created Innis- 
fail Corporation under the laws of Delaware. Smith 
owned all the certificates of stock of Innisfail. Smith 
created and used Innisfail Corporation only for tax 
avoidance purposes. Smith transferred some certifi- 
cates of stock in Chrysler Corporation to Innisfail 
Corporation. Thereafter he continued to receive divi- 
dends from Chrysler Corporation, which dividends he 
credited upon the books of Innisfail Corporation as 
dividends to Innisfail Corporation. Smith did not 
includle the dividends in his own income tax returns. 

The question was: Were the dividends taxable to 
Smith even though the certificates of stock were 
nominally owned by Innisfail Corporation? The court 
said: Yes. The dividends were conducted through 
Innisfail. to Smith in whose ownership those divi- 
dends finally come to rest. 

In Higgins v. Smith, 308 U. S. 473, 84 L. Ed. 406 
[40-1 ustc J 9160], the facts are somewhat differently 
stated than they are in the preceding case. In this 
case, Smith created Innisfail Corporation and Innisfail 
Corporation continues in existence and operation. 
Smith owned all the stock of Innisfail Corporation 
and, through that stock ownership, controlled Innis- 
fail. Smith had an option to purchase a block of 
Chrysler Corporation stock. Smith transferred the 
option to Innisfail, and continued to use this corpora- 
tion to buy and sell stock. On December 29, 1932, 
Smith owed Innisfail Corporation $70,000. At that 
time, Smith owned shares of stock in various corpo- 
rations. He then transferred the shares of stock, 
which he owned in various corporations, to Innisfail 
Corporation at the then market price of those shares 
of stock, as part payment of the debt which he owed 
to it. The market price was lower than the price 
which Smith paid for the shares of stock when he 
bought them. Smith claimed a deduction as a loss 
the difference between the amount that the shares of 
stock cost him, and the selling price of the shares 
of stock to Innisfail Corporation. The question was: 
Can Smith take the deduction? The court held: No. 
The court reasoned that Innisfail Corporation was 
the alter ego of Smith; that no real transfer from 
Smith to Innisfail Corporation occurred ; that the test 
of a real transfer is the retention of control over that 
which it is purported to transfer; that Smith had re- 
tained complete control over the stock he purported 
to transfer to Innisfail Corporation, and that therefore 
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Smith still had what he started with—namely, all the 
certificates of stock which he transferred to Innisfail 
Corporation. 

In Moline Properties, Incorporated, 319 U. S. 436 
[43-1 ustc J 9464], Thompson created Moline Prop- 
erties Incorporated to serve his business convenience. 
The corporation functioned as a separate entity. In 
the course of time Thompson had business dealings 
with the corporation in which gains were made by 
the corporation. The corporation claimed that it was 
not taxable on the gains which it had made because 
Thompson was the controlling stockholder, was really 
in control of the corporation and that he should be 
the taxpayer. 

The question before the court was: Should the 
separate identity of Moline Properties, Incorporated 
be disregarded? The court held: No. The court said 
that so long as the corporation existed and carried on 
honest business activities it remained an entity sep- 
arate and apart from its controlling stockholder. It 
must pay its own income taxes because the gains of 
the corporation were not the gains of the stockholder, 
and those gains had not come to rest in the possession 
and ownership of the stockholder. 


Conclusions 


An analytical comparison of the foregoing leading 
cases results in a general rule of law which the courts 
follow when they apply the principle that the separate 
identity of the corporation may be disregarded “in 
exceptional situations where it otherwise would pre- 
sent an obstacle to the due protection or enforcement 
of public or private rights.” The rule of law is this: 

The separate identity of the corporation will be dis- 
regarded and the activities of the corporation, and the 
results of those activities, will be imputed to the con- 
trolling stockholder of the corporation if— 


1. The property upon which the tax is to be im- 
posed has reached and come to rest in the possession 
and ownership of the controlling stockholder, and, in 
addition to this, 

2. One or more of the following factual situations 
exist: 

(A) The controlling stockholder intends to de- 
fraud the government of the United States; 

(B) The corporation has been created to further 
the avoidance of specific taxes; 

(C) The corporation continues to exist until the 
purposes for which it has been created are achieved ; 

(D) When the purposes for which the corpora- 
tion has been created have been achieved the 
corporation is dissolved ; 

(E) The corporation engages in business deal- 


ings which help the stockholder to avoid the pay- 
ment of taxes; 







HE Sixty-seventh annual meeting of the Ameri- 
can Bar association was held in Chicago, Sep- 
tember 11 to 14, 1944. 

Weston Vernon, Jr., was chairman of the taxation 
section which held sessions on Sunday and Monday, 
September 10 and 11. Highlight of these sessions 
was the address by Beardsley Ruml, Chairman of the 
Board of the Federal Reserve Bank of New York, 
“Fiscal and Monetary Policy”. 

The Twin-Cities Plan of postwar taxation was pre- 
sented by Mr. G. Sidney Houston, Manager Invest- 
ment Research, First Bank Stock Corporation St. 
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(F) There is an interlocking of business organi- 
zation between corporate entities so that they oper- 
ate as a unit and not as separate corporate entities ; 

(G) The controlling stockholder exercises his 
power of control to produce corporate action which 
furthers tax avoidance by him; 

(H) The corporation is used as a conductor, or 
conduit, of the property upon which the tax is to 
be imposed, during the movement of that property 
from its source to the possession and ownership of 
the controlling stockholder. 

Gregory v. Helvering’® contains the above listed 
factors 1,2 (B) (C) (E) and (F). 

Helvering v. Gordon *® contains the factors 1, 2 (E) 
(F) (G) and (H). 

Electrical Securities Corporation v. Commissioner * 
contains the factors 1, 2 (B) (C) (D) (G) and (H). 

Kaspare Cohn Co., Ltd. ?* contains the factors 1, 2 
(F) (G) and (H). 

Continental Oil Co. v. Jones * contains the factors 
1,2 (B) (E) (F) (G) and (H). 

Georday Enterprises, Ltd. v. Commissioner ** contains 
the factors 1,2 (B) (F) (G) and (H). 

Groves v. Commissioner > contains the factors 1, 2 
(B) (C) (E) (F) (G) and (H). 

Paul Plunkett and Co., Inc. *° contains the factors 1, 
2 (A) (B) (C) (D) (E) (F) (G) and (H). 

It will be noted that all of the cases, in which the 
courts have disregarded the separate identity of the 
corporation by imputing its activities to the controll- 
ing stockholder, have contained factor 1. Unless that 
factor is present as a fact the corporate separate iden- 
tity is not disregarded. In addition one or more parts 
of factor 2 have also been present. 

In all of the cases we have considered the existence 
of the corporation as a juristic person has been ac- 
cepted and its acts have been accepted as lawful acts. 
But the results of those acts have been socially unde- 
sirable. It would seem to follow, it is respectfully 
submitted, that the phrase “the separate identity may 
be disregarded” simply means that the courts will not 
permit lawful corporate means to be used to produce 
anti-social stockholder ends in tax relationships be- 
tween the stockholder and the government.’ [The End] 

19 293 U. S. 465 [35-1 ustc J 9043]. 

2 87 F. (2d) 663 [37-1 ustc {| 9088]. 

2192 F, (2d) 593 [37-2 use { 9529]. 

2 35 B. T. A. 646 [CCH Dec. 9604]. 

73113 F. (2d) 557 [40-2 ustc {| 9549]. 

2 126 F, (2d) 384 [42-1 usre | 9343]. 

2399 F. (2d) 179 [38-2 ustc J 9378]. 

26 42 B. T. A. 464 [CCH Dee. 11,270]. 

77 For a related series of problems which have not yet been ade- 
quately analyzed by courts and text-writers compare the follow- 
ing cases: Helvering v. Horst, 311 U. S. 112, 114-120 [40-2 ustc 
19787]; Lucas v. Earl, 281 U. S. 111 [2 ustc § 496]; Burnet v. 
Leininger, 285 U. S. 136 [3 ustc § 909]; Old Colony Trust Company 
v. Commissioner, 279 U. S. 716 [1 ustc § 408]; Corliss v. Bowers, 
281 U. S. 376, 378 [2 ustc 1525]; Burnet v, Wells, 289 U. S. 670 


{3 ustc | 1108]; Bowers v. Kerbaugh-Empire Co., 271 U. S. 170 [1 
ustc § 174]; U. 8S. v. Kirby Lumber Co., 284 U. S. 1 [2 ustc { 814]. 





Paul and Minneapolis. This plan advocates a corpo- 
ration combined tax rate of 40% on net incomes in 
excess of $50,000 and a return of the excise taxes to the 
1943 level, producing an estimated $4,000,000 annually. 
The Twin-Cities Plan also suggests a federal sales 
tax. 

The Ruml-Sonne Plan for postwar taxes advocates 
the abolition income taxes on corporations. Corpora- 
tions would instead pay a small privilege tax for the 
privilege of engaging in business through corporate 
form. Revenue for the most part would come from a 
graduated progressive individual income tax. 
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Congress: There has been no Congressional action 
on taxes. Congress is busy with the War Mobilization 
and Reconversion bill, the Surplus Property bill, the 
Insurance bill and others. 


Income Tax Forms: The new revised and simplified 
form 1040 for individuals has been completed by the 
Bureau but a general distribution cannot be made 
until later in the year. No provision has been made 
on the new form for carrying forward the unpaid 
balance if any, of the unforgiven portion of the 1942 
tax. Presumably the taxpayers will be billed sepa- 
rately for such liability. 


Federal Insurance Contributions: Form W-2 
(statement of wages withheld) for the calendar year 
1944 may be used by employers to furnish the informa- 
tion required under the Federal Insurance Contribu- 
tions Act, provided the figures are inserted on the 
form in such a manner as not to confuse the informa- 
tion relating to income taxes withheld from the salaries 
and wages of employees. However, requests for per- 
mission to show this additional information on Form 
\V-2 should be submitted to the Commissioner in writ- 
ing, together with a copy of the sample form to 
be used. 


_ Government Receipts: Government receipts for 
the fiscal year 1944 reached all time highs. These 
amounted to $44,149 millions, (exclusive of amounts 
set aside for the Federal Old Age and Survivors 
Insurance Trust Fund), an increase of $21,867 millions, 
or nearly double the amount of net receipts for the 
fiscal year 1943, the previous record year. 

Total budgetary expenses (exclusive of debt retire- 
ment) amounted to $93,744 millions for the fiscal year 
1944 an increase of $15,565 millions over the previous 
year. 

Expenditures for war activities amounted to $87,039 
millions. In addition, the Reconstruction Finance 
Corporation and its subsidiaries expended $2,682 mil- 
lions for war activities during the year. These items 
together with interest amounted to more than 95% of 
total expenditures. 

The net budgetary deficit for the year was $49,595 
millions, compared with $55,897 millions for the pre- 
ceding year. Although total budgetary expenses were 
$15,565 millions more than in the fiscal year 1943, the 
deficit was $6,302 millions smaller due to the fact that 
tax collections were substantially greater. 


Washington Tax Talk 


Mr. Clark: Samuel O. Clark Jr. whose picture ap- 
pears on this month’s cover is the assistant attorney 
general in charge of the tax division of the Depart- 
ment of Justice. 

Mr. Clark is a member of the bars of New York 
and Connecticut and the United States Supreme Court. 
He entered government service in 1934 as chief at- 
torney, Protective Committee Study, Securities and 
Exchange Commission. In 1938 he was appointed 
director of the reorganization division of the Securi- 
ties and Exchange Commission and in July 1939 left 
this post to assume his new duties with the Depart- 
ment of Justice. 


Postwar Plans: Postwar tax plans continue as the 
major topic of interest to groups planning for the 
peace period. The National Association of State 
Chambers of Commerce, met recently in Denver, Colo- 
rado and while the details of their program have not 
as yet been released, this group is reported to favor 
the principle of reducing government expenditure dur- 
ing the postwar period with a view to lightening the 
tax burden. 

In common with other nationally known postwar 
tax plans they favor the elimination of taxes which 
discourage the flow of enterprise capital for new 
businesses and the expansion of existing firms in the 
postwar period. . 

The Committee for Economic Development which 
brought out the Groves plan, has readied a new plan 
of postwar taxation. It contains a provision for the 
elimination of double taxation of dividends. Surtax 
rates for individuals is suggested to begin at 3 percent 
on the second $2,000 of net income and rising to 
57 percent on incomes in excess of $5 million. This 
plan also advocates the repeal of excess profits tax, 
the capital stock tax and the declared-value-excess- 
profits tax. 


New Taxpayers: Statistics from the preliminary 
report, Statistics of Income for 1942, Part 1, compiled 
from individual income tax returns and taxable fiduciary 
income tax returns for 1942 filed in the period Janu- 
ary through June 1943, show the total number of 
individual and fiduciary returns for 1942 filed in the 
six-month period, to be 35,972,551. 20,294,304 of which 
are individual returns, Form 1040; 15,598,994 are 
optional returns, Form 1040A, filed by individuals 
with gross income of $3,000 or less from specified 
sources only ; and 79,253 are taxable fiduciary returns, 
Form 1041. As compared with the preliminary report 
of the previous year, there is an increase of more 
than ten million returns. Approximately 95 percent 
of the additional returns are taxable returns. 


The total net income reported is $80,022,727 ,938, an 
increase of 36.0 percent. The net income includes 
$25,530,609,391 gross income reported on the optional 
returns which do not provide for the amount of net 
income. 

There are 27,285,265 taxable returns showing net 
income of $68,187,727,298 and a tax. liability of 
$9,046,258,607. The tax liability increased 132.4 per- 
cent as compared with last year. The average tax 
for taxable returns is $332 compared with $223 for 
1941 and the effective tax rate is 13.3 percent com- 
pared with 8.5 percent for 1941. 

Of the 8,687,286 nontaxable returns, 8,519,616 show 
net income of $11,835,000,640—nontaxable because 
exemptions and credits exceed net income; and 167,670 
show a deficit of $144,257,704—returns on which de- 
ductions equal or exceed total income. 

[Continued on page 474] 
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of the Borg Warner Corporation. 


HETHER or not legal fees and other litigation 
WW expenses paid or incurred in connection with 
the defense of title to income-producing prop- 
erty, or in connection with the recovery of such prop- 
erty, by the rightful owner, can be held to be for the 
management, conservation or maintenance of the prop- 
erty and as such allowable as deductions from income 
is not certain. Prior to the 1942 Act the Treasury 
Department and the courts consistently held that liti- 
gation expenses to defend title to property were in the 
nature of capital expenditures and as such were not 
deductible, but were to be added to the cost of the 
property. Whether the 1942 Act has changed this rule 
insofar as it applies to income-producing property of 
an individual remains to be decided. The Revenue 
Act of 1942 amended Section 23(a) of the Internal 
Revenue Code relating to deductions from gross in- 
come so as to include in allowable deductions in the 
case of an individual “all the ordinary and necessary 
expenses paid or incurred during the taxable year for 
the production or collection of income, or for the 
management, conservation, or maintenance of prop- 
erty held for the production of income”. The Act calls 
these deductions non-trade and non-business deduc- 
tions and makes the amendment applicable to taxable 
years beginning after December 31, 1938. 


There have been several court decisions casting 
some light on this question, but these cannot yet be 
taken as indicative of the final determination of the 
issue involved inasmuch as they are, to a certain 
extent, contradictory. 


In Lumpkin v. Bowers, 50 F. Supp. 874 [43-2 ustc 


| 9514], legal fees and other expenses were incurred 
by the petitioner to successfully defend a suit brought 
to set aside a purchase of stock by the petitioner. The 
District Court held that the defense of title against 
an unwarranted attack made upon it was an element 
of the conservation, maintenance and management of 
property and allowed the deductions. This decision 
was reversed by the Circuit Court (Bowers v. Lumpkin, 
140 F. (2d) 927 [44-1 ustc J 9200]) which held that 
the phrase “ordinary and necessary expenses” as used 
in Section 23(a) prior to the amendment did not in- 
clude legal expenses incurred in defending or protect- 
ing title to property, and its use in the amendment 
indicates that the amended section should be gov- 
erned by the same limitation. That is, the ordinary 
and necessary expenses incurred in the management, 
conservation or maintenance of property do not in- 
clude cost of defending title thereto. The taxpayer 
filed a petition for a writ of certiorari with the U. S. 
Supreme Court which was denied on May 29, 1944. 

The Tax Court held in Andrew Jean Stormfeltz 
[CCH Dec. 13,188(M)], that attorneys’ fees, account- 
ants’ fees and court costs expended by petitioner in 
an accounting suit against his former guardian which 
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resulted in the recovery of guardianship funds and 
interest thereon were expenses for the conservation of 
property held for the production of income and as 
such were deductible under Section 23(a)(2) as non- 
trade or non-business expenses. The U. S. Circuit 
Court of Appeals (Helvering v. Stormfeltz, CCA-8 
[44-2 ustc J 9355]) modified the Tax Court decision 
by allowing only the pro-rata share of the fees and 
costs attributable to the recovery of interest. It dis- 
allowed the expenses attributable to the guardian- 
ship funds reasoning that the property recovered by 
petitioner was money and that “property held for the 
production of income” includes only specific property 
and not money. 

In another case the taxpayer objected to a proposed 
merger whereby he, as one of the stockholders of a 
merged company, was to receive stock in the newly 
formed company in exchange for his old stock and 
instituted litigation to recover the cash value of the 
stock owned by him. The suit was decided in favor 
of the taxpayer and attorneys’ fees were paid in con- 
nection therewith. Here the Tax Court held (Walter 
S. Heller, 2 TC 371 [CCH Dec. 13,325]) that the litiga- 
tion did not involve a defense of rights in or title to 
the stock, but that the fees paid bore a reasonable and 
proximate relation to the production or collection of 
income, and to the management of property held for 
that purpose and for that reason were deductible 
under Section 23(a) (2). This case is now on appeal in 
the Circuit Court of Appeals, 9th Circuit. 


Again, in Megargel v. Com., 3 TC 238 [CCH Dec. 
13,729], litigation expenses were allowed by the Tax 
Court. Here the taxpayer instituted action to recover 
stock from the defendant or, if not deliverable, its 
value, alleging that the previous transfer of the stock 
by her was induced by false and fraudulent represen- 
tations. The suit was compromised by agreement under 
which the taxpayer received a lump-sum settlement 
and released defendants from any claim to the stock. 
Litigation expenses were paid and deducted from the 
taxpayer’s income on her return and were allowed by 
the court which held that the proceeds of the settle- 
ment constituted capital gain and the litigation expenses 
were reasonable and necessary in connection with the 
recovery of income and as such came within Section 
23(a)(2). The Commissioner acquiesced in this deci- 
sion indicating Treasury Department approval. 

In Couglin v. Com., 3 TC 420 [CCH Dec. 13 791], 
the legal fees paid by the taxpayer in connection with 
proceedings asking the court to order the taking of 
testimony were disallowed. The testimony was to be 
used in a threatened suit against the taxpayer charg- 
ing that a part of his trucking and express business 
belonged to his mother’s estate. In this case the court 
held that the expenditures were incurred in connec- 
tion with a contemplated suit challenging taxpayer’s 
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title to the property. It said that the language of the 
1942 amendment to Section 23, “expenses paid or in- 
curred * * * forthe conservation * * * of prop- 
erty held for production of income”, was not intended 
to include expenditures in defense of title to property. 

Even though these decisions are present as a guide, 
the dividing line between deductible and non-deductible 
expenses of this type remains more or less indiscernible. 
Reference to the background of the legislation gives 
little or no aid. The revenue bill introduced in the 
House and the bill introduced in the Senate both 
employed the same wording as that enacted into law 
by the 1942 Act. Behind the bills are found the Reports 
of the Senate Finance Committee and the House Ways 
and Means Committee, both of which use identical 
language in this connection, except for an immaterial 
point. They said in part, “The amendment made by 
this section allows a deduction for the ordinary and 
necessary expenses of an individual paid or incurred 
during the taxable year for the production and collec- 
tion of income, or for the management, conservation, 
or maintenance of property held by the taxpayer for 
the production of income, whether or not such ex- 
penses are paid or incurred in carrying on a trade or 
business, * * *, 

“For an expense to be deductible under this section, 
it must have been incurred either (1) for the produc- 
tion or collection of income, or (2) for the manage- 
ment, conservation, or maintenance of property held 
for the production of income. Ordinary and necessary 
expenses so paid or incurred are deductible under Sec- 
tion 23(a)(2) even though they are not paid or in- 
curred for the production or collection of income of 
the taxable year or for the management, conservation, 
or maintenance of property held for the production of 
such income. The term ‘income’ for this purpose com- 
prehends not merely income of the taxable year but 
also income which the taxpayer has realized in a prior 
taxable year or may realize in subsequent taxable 
years, and is not confined to recurring income but 
applies as well to gain from the disposition of prop- 
erty. Expenses incurred in managing or conserving 
property held for investment may be deductible under 
this provision even though there is no likelihood that 
the property will be sold at a profit or will otherwise 
be productive of income, and even though the prop- 
erty is held merely to minimize a loss with respect 
thereto. The expenses, however, of carrying on a 
transaction which does not constitute a trade or busi- 
ness of the taxpayer and is not carried on for the 
production of income or for the management, con- 
servation, or maintenance of property, but which is 
carried on primarily as a sport, hobby, or recreation 
are not allowable as non-trade or non-business expenses.” 

Regulations 111 are somewhat more decisive, but 
here the question is raised, “Are the Regulations the 
proper interpretation of the law as intended by the 
lawmakers?” 

The Regulations state that “expenses to be deductible 
under Section 23(a) (2), must be ‘ordinary and neces- 
sary’, which presupposes that they must be reasonable 
in amount and must bear a reasonable and proximate 

relation to the production or collection of taxable 
income or to the management, conservation, or main- 
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tenance of property held for the production of in- 
come”, which is a restatement of similar language used 
in the House and Senate Reports. However, Regula- 
tions 111 go on to say as do the House and Senate 
Reports that “except for the requirement of being 
incurred in connection with a trade or business, a 
deduction under this section is subject to all the 
restrictions and limitations that apply in the case of 
the deduction under Section 23(a)(1)(A) of an ex- 
pense paid or incurred in carrying on any trade or 
business”. One of the restrictions and limitations under 
Section 23(a)(1)(A) is that expenses incurred in de- 
fending title to property or in securing recovery of 
property by the rightful owner are capital expenses 
and not deductible. The Regulations also state further 
that “capital expenditures * * * are not allowable 
as non-trade or non-business expenses”; this latter 
statement does not appear in either of the aforemen- 
tioned reports but is by the Commissioner only. 

According to Webster the word “conservation” means 
“a conserving, preserving, guarding, or protecting; a 
keeping in a safe or entire state; preservation”. “Main- 
tenance” means “act of maintaining, or state of being 
maintained; support, sustenance, defense; etc.” “To 
maintain” means “to uphold or defend”. It is difficult 
to see how one can preserve, guard, protect, keep in a 
safe or entire state, uphold or defend income-produc- 
ing property or any other property without contesting 
legal attacks made upon the title to such property. 
From this point of view they are deductible, yet the 
law imposes the limitations and restrictions of Sec- 
tion 23(a)(1)(A) and this would seem to disallow all 
costs to protect, defend, etc. 

This true contradiction or ambiguity which exists 
in the law and the Regulations can only be clarified 
by final and definite decisions which thus far, as pre- 
viously mentioned, are contradictory. 


I believe that when the U. S. Supreme Court decides 
this issue, it will be decided in favor of the Treasury 
Department by disallowing these expenditures. In 
doing so it will decide that the intention of Congress 
was to allow the individual taxpayer such non-trade 
or non-business expenses as safety deposit box rent, 
office rent, clerical salaries, custodian expenses, etc., 
but not to allow the individual any non-trade or non- 
business expenses which would not be deductible as 
trade or business expenses to a corporation or in- 
dividual engaged in business. It seems improbable 
that Congress would give this advantage to an individual 
over a business. The use of the words “conservation” 
and “management” was perhaps an unfortunate choice 
of words in that they imply a greater scope than was 
intended by the lawmakers. This belief is submitted 
after considering the relative merits of the issue and 
despite the acquiescence by the Commissioner in the 
Megargel case. 

However, if the court ultimately decides in favor 
of the taxpayer by allowing the deductions, any in- 
dividual taxpayer who in 1939 or subsequent years has 
failed to take or has been denied the deduction for 
litigation expenses incurred to protect his property 
or to recover his property from another should pro- 
tect his interest, insofar as possible, by filing a claim 
for refund pending the conclusive answer. [The End] 
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TALKIN 





The Shoptalkers: “What causes the family part- 
nership question to come to a boil like this?” won- 
dered Dash. “It seems to me that family partnerships 
have lurked a little all over, for a long time, without 
creating any stir 

“Elementary, my dear fellow,” assured Law, in his 
best Basil Rathbone manner. “It’s basically a matter 
of tax-savings. Rates being what they are, family 
partnerships appear to offer an out, under certain 
circumstances. And there you are.” 

“That’s just it!” exclaimed Star. “Under what cir- 
cumstances do they offer an out? And when don’t 
they ?” 

“You don’t really expect me to answer that one, 
do you?” countered Law. “Where the Courts are re- 
luctant to tread and the judicial mind is at odds with 
itself, it behooves me not to trespass. One may ra- 
tionalize, however “4 

“And having duly 
prodded the Kid. 

“Well, first I’d say.that the root of the current con- 
troversy concerning taxability of family partnership 
income lies a great deal deeper than a surface question 
of taxation. It must be traced back to the basic con- 
flict between distinct separability of husband and wife 
in law, versus the obvious inseparability of the aver- 
age family as an economic unit. I guess we have 
established that they are two under the law, two 
separate individuals,” continued Law. “At least to 
our own satisfaction. But in point of economic fact 
and from a general financial viewpoint we must also 
reckon with an entity usually referred to as the 
‘family unit’ . . .” 

“The plot thickens,” observed the Kid. 

“Darn right it does,” confirmed Law. “In fact, that’s 
our problem, right there: to apply tax theory and, 
more specifically, tax statutes to a concept of legal 
separability on the one hand, as against the ‘family 
unit’ concept on the other.” 

“No doubt about it,” injected Oldtimer, “the aver- 
age wife certainly is altogether dependent on her hus- 
band’s earnings. No separateness there, in money 
matters.” 

“Nevertheless,” continued Law, “it is presumed at 
law that a husband can buy from, sell to and gen- 
erally deal financially with his wife at arm’s length as 
with a stranger. Opposed to that we have the irre- 
futable fact of life that it just isn’t done in family 
business matters.” 

“And the wife, as a rule, is so amenable to her 
husband’s wishes in family business matters,” finished 
Oldtimer, “as to make them one financial unit.” 
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“Well, taxwise this contradictory state of affairs 
has certainly been brought into sharp relief by recent 
decisions,” said the Kid. 

“On what facts, generally ?” asked Dash. 

“Oh, either sole proprietors bringing their wives in 
as partners via gifts,’ contributed Oldtimer, “or family 
corporations reverting to family partnerships. Things 
like that. And tax-savings are of course a motivating 
factor.” 

“Apparently the Commissioner is questioning the 
validity of some of these partnerships on the basic 
ground that they are devices to escape taxation,” 
ventured Star. “I guess that may be true, too, in some 
cases, but of course mere desire to reduce taxes isn’t 
determinative .. .” 

“The single, most outstanding factor in these cases 
is the cleavage of the judicial mind,” observed Law. 
“There’s quite a split within the Tax Court on inter- 
preting the validity of these partnerships, with several 
dissents on most of them. As is bound to happen 
under such circumstances, it’s impossible to reconcile 
decisions on a basis of the underlying facts.” 

“Wouldn’t you say the Court seems agreed, though,” 
suggested Oldtimer, “that where the business income 
is derived solely from the personal services of the hus- 
band there’s no valid partnership?” 

“Yes, we can deduce that much,” concurred Law. 
“But where capital is an important income-producing 
factor the decisions have certainly jumped from one 
side of the fence to the other on but slight variations 
in the underlying facts of cases, as they appear to me.” 

“One school of thought versus another, within the 
Tax Court,” contributed Philo. 

“That’s it,” agreed Law. “One group appears to 
lean toward disallowing family partnerships wherever 
there’s full control of the business by the husband, 
despite gift of an interest to the wife. As against that, 
the other group tends to sanction such partnerships 
regardless of the control-feature, so long as the gift 
be valid and complete .. .” 

“The first group, the ‘disallowers’, if we might call 
them that,” said Oldtimer, “apparently give great 
weight to the reasoning that the arrangement is merely 
a device to duck taxes in the first place, and there- 
fore just can’t be valid.” 

“Well, of course it isn’t valid if considered in that 
light,” replied Law. “Then we have the other group 
—I guess you’d call them the ‘allowers’—apparently 
first guided by the long established legal principles 
regarding gifts. At any rate, this group seems less 
inclined to plumb the imponderables of taxwise 
intent a [Continued on page 471] 
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By LEWIS GLUICK 


They Don’t Wait to Serve 


In the publication of this article we break the good rule 
that TAXES—The Tax Magazine is for taxes exclu- 
sively. This statement is not by way of apology, because 
we know you do not ask it of us, bearing in mind that 
Lewis Gluick entertained us over a long period of years 
with his contributions as the Shoptalker, in which he 
was free to talk as he pleased so long as he talked taxes. 
C. P. A. by schooling, Taxman by right, and Comman- 
der by rank (Supply Corps, U. S. N. R.), Lewis Gluick, 
in effect, speaks for the host of taxmen and accountants 
whose professional talents have helped win the war. 
The Office of Public Relations, U. S. Navy, has passed 
the article with “No Objections to Publication For 
Naval Security Reasons.” 


HE ORDINARY war correspondent quite nat- 
ie describes battles. His first concern is, 

therefore, the men with the guns, grenades, and 
signal flags although he usually, but not always, puts 
in a kindly word for the engineers and repair parties, 
gives the surgeons a few pats on the pate, and some- 
times mentions the cooks. One correspondent went 
so far as to write a whole article entitled “The Black 
Gang Has No Guns”, but he is very nearly unique. 


Furthermore, the correspondent favors the so- 
called “combat” ships. Big guns, heavy armor, tor- 
pedo tubes, and planes have glamor, and they receive 
glamorous treatment, while merely a friendly slap on 
the back is the portion of the auxiliaries and the 
transports. Accordingly, I am going to take you be- 
hind the scenes and below decks to show you, in so 
far as censorship will permit, just what goes on 
aboard a ship while engaged in an amphibious landing. 
The Ship 

This ship, anonymous by censorship, is of a type 
known as APA. The final “A” stands for “assault” 
or “attack”, yet I have never seen vessels of this type 
listed among combat ships. However, the roll of 
her dead and the roster of her men who have won 
the Purple Heart attest her combat hours. 

This ship’s mission is to take a battalion to a place 
to be assaulted and put the men on the beach, the 
right beach, at any hour of the day or night the high 
command orders. She goes in as far as the mines and 
shore batteries permit and then either anchors or 
“lies to” while she launches her landing craft, and 
her boat crews take in the troops and all their para- 
phernalia. This may take 
hours or days. Whatever 
the time, the ship is 
constantly exposed to sub- 
marines and air bombard- 
ment. Relatively speak- 
ing, this ship has been 
lucky; the superstitious 
members of her crew 
think the shipyard put a 
horseshoe in the keel. 
For a single example, she 
saw seven ships of her 
convoy torpedoed in 24 
hours; by the grace of 
God, she brought home 
over 400 of their sur- 
vivors. 





Commander Lewis Gluick 





It is not enough that the crew must do a job. They 
must be fed and otherwise cared for while doing it. 
To this end, a week before the assault the bakers start 
making an extra batch of bread daily. After 24 hours’ 
aging, this extra batch is put into a chill box, where it wil! 
remain sweet and fresh for twenty days. When 
“DP” day comes, no baking is possible. All but one 
of the bakers are at battle stations. The one baker 
helps the two cooks, also not at battle stations, to 
make sandwiches out of the accumulated bread; for 
during operations no regular meals can‘be cooked or 
served. Soup, good and thick, sandwiches, coffee, and 
fresh fruit (if available) are all that can be prepared, 
but these are on tap 24 hours a day. Before the opera- 
tion begins, therefore, enough tinned meats, jam, 
peanut butter, etc., must be brought up from the stor- 
age hold and put in the galley, ready for slicing, 
spreading, and serving. Soup meat must be brought 
out of the refrigerator and thawed for the soup. De- 
hydrated vegetables are used at this time exclusively. 
No manpower is available to pare onions, chop cab- 
bage, scrape carrots, etc. 


Each landing boat has emergency rations perma- 
nently installed, but so far, this ship’s boats have had 
no need for them. Before going into battle each 
coxswain draws a 2-quart thermos jug from the store- 
room. When he goes through the breakfast line in 
the mess hall, he has it filled, and at the same time; 
a cook hands him a neatly packaged boxful of sand- 
wiches. When the boat returns from the beach, the 
crew may come aboard and get refills. 


The troops, of course, carry a full day’s supply of 
K rations, but it is this ship’s boast that they always 
leave with full bellies. If the motion of the ocean 
empties some of the weaker ones on the trip to the 
beach, that is their hard luck. 


Here is the menu of the ship’s most recent assault 
breakfast: 
Whole orange 
Hominy grits with condensed milk and sugar 
Bacon, eggs and potatoes 
Bread, butter and coffee 


Besides that, each soldier was given a wrapped 
sandwich to eat in the boat if he wanted it. 


In addition to all this, the commissary gang also 
prepares about two hundred special sandwiches and 
coffee in thermos containers, which are distributed 
to the various wards, so that those patients who are 
able to eat and drink can be fed without toting the 
chow up and over watertight doors. 


You have all probably read descriptions of how the 
engineer force, the “black gang,” stands at its post 
and merely hears the thud of falling bombs and feels 
the vibration of explosions. Take it from me, the 
cooks and bakers get the same dose, for the galley 
is right on the water line, and only if a bomb fell 
through, could any daylight enter. Nevertheless, they 
go right on with their allotted tasks, but the “black 
gang,” from whom no credit is taken, is spared the 
griping—the butter is spread too thick or too thin or 
a sandwich contains pork loaf instead of salami, or 
vice versa. 


The Hospital 


The moment the troop officer staterooms are emp- 
tied, hospital corpsmen attack them with brooms, 
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swabs and buckets, and disinfectants. Then they 
make up the bunks with clean hospital linen and 
blankets and spread out all kinds of medication and 
supplies on the table. Another group, under the im- 
mediate direction of the medical officer, changes the 
officers’ dining room into an operating room. The 
ship’s one regular operating room is superior to that 
of many hospitals at home, but it is not large enough 
to accommodate all the casualties of battle. The 
officers are spared one corner table for their snatches 
of food, and it is amazing how, in the sight of much 
that is bloody and horrible, they are able to eat. 


If the medicos are lucky, they have completed all 
preparations before the first wounded are brought 
aboard. Most of the casualties have received some 
kind of first aid on the beach or in the boats, but they 
are in a sorry state. Hospital corpsmen descend 
into the bobbing boats and for men who are popularly 
supposed to know only tourniquets and traction 
splints, display a lot of seamanship in making hitches 
and rigging pallets and stretchers for hoisting over the 
side. Once aboard, disengaged repair or ammunition 
parties help them tote their burdens to the operating 
tables. 

Friend and foe are treated alike. Frequently there 
must be long delays before the wounded can be 
treated. Trained surgeons, at a glance, determine 
the urgency of each case. Those waiting lie on their 
stretchers on the deck and rarely groan. Then comes 
a cheerful sight—the padre, with a box of smokes, 
and another of candy bars. A hospital corpsman 
stands by to make sure that a belly-wound does not 
get fed or a lung-wound get a smoke. Those with 
damaged hands have the cigarettes placed in their 
mouths and the padre kneels to light them. A cheer- 
ful word, a smile, and the wounded smile back. From 
that time on the chaplain makes regular rounds of all 
wards, distributing not merely cigarettes and candy, 
but cigars, pipes, crackers or anything else available 
that the men’s conditions permit them to have. Al- 
though the crew gets none during operations, ice 
cream is made by a cook for the benefit of the wounded. 


Between rounds of the wards, the chaplain lends a 
hand in the operating room, helping the surgeons in 
every possible way. Maybe he cuts off bloody, muddy 
garments, or holds a plasma bottle, or listens to what 
a poor lad thinks is his dying message, or cracks 
jokes. He does a good job. 


Clothing 


Not all wounded are bunk cases although if space 
is available they are kept in bunks for a day. Some 
or all of their clothing is lost or ruined, but, before 
the operation, the supply officer has issued a lot of 
“survivors outfits” to the medical officer, and to the 
walking wounded the latter gives such shoes, sox, 
underwear, trousers, shirts, sweaters, etc., as are 
required. 


There is also another group of casualties who need 
clothing, even though unwounded. They are the sur- 
vivors of sunken boats and ships and are usually 
suffering from immersion shock. Their clothes may 
be oil-soaked, or in order to swim better, they may 
have discarded some, or maybe the clothes they came 
aboard in are merely wet with salt water. In any 
event, as soon as these men have been filled up with 
hot liquids, they must be reclad. A special arrange- 
ment is provided for this. In regular stock, the supply 
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officer has hundreds of survivor outfits, all bundled up 
and ready for issue. The only size standard is the 
waist ; all other measurements are averaged to it. The 
resulting fits will not be very accurate, but shivering, 
naked men cannot be permitted to take time to specify 
the size of each article needed. By the bundle method, 


_from 50 to 60 men can be handled in an hour. Re- 


ceipted chits, to go against their loss claims, are also 
obtained, but if the pressure is too great, even this 
one bit of paper work may be dispensed with. Once 
reclad, the men are normally able to go back to duty, 
although, if possible, they are allowed to sleep a 
watch. 

Once out of the battle area, the disbursing officer 
makes out their claims, and ultimately, complete new 
bags are issued to them. 


I want to digress here a moment. In order to issue 
survivor outfits, it is first necessary to get the cloth- 
ing storekeeper relieved from his battle station at a 
20-millimeter gun. The disbursing officer has noth- 
ing to do with paper work while an operation is on. 
He is in command of a debarkation station, as are 
also the commissary officer and the pay clerk. Until 
the last jeep, truck, food, ammunition and what-not 
of the army are out of the hold and over the side, they 
must supervise the unloading. 


General Supplies 


Not all the debarkation is accomplished in the 
ship’s own boats—at least, not usually. L. C. I. and 
other smaller craft come alongside for that purpose. 
These small craft take an awful beating at best, and 
while alongside a big APA are entitled to use her as 
a mother ship, to the extent that the commanding 
officer deems it safe. During one operation this ship 
fueled two large destroyers and furnished food and 
other supplies to them and six other small craft. This 
work is done under the supervision of the ‘supply 
officer with the help of only one storekeeper, whose 
battle station is to take charge of a group of store- 
rooms, all well below the water line. Relief for this 
hardy volunteer is when, as and if available. He 
merits special commendation. 





Conclusion 


Food, bolts and nuts, hand tools, canvas, spare 
parts! There’s no glamor in them. What you want 
and the ordinary correspondent gives you, since the 
“customer is always right,” is the story of the men 
behind the guns, the men on a steel deck in which 
no fox holes can be dug, with nothing but a tin hat 
and a small splinter shield to protect them. However, 
they would not be there or remain there long if it 
were not for the engineers, bakers, storekeepers, 
pharmacist’s mates, yeomen, and the others who stay 
out of sight, say little, do a good job, and are satisfied 
if they get to sleep-in one night on the way out. 


I am obliged to say one more word about the cooks. 
When the operation is finally over, and the ship is 
going back to its base, everybody except the minti- 
mum permissible gun crew, lookout and steaming 
watches gets to turn in, but all the off-duty men are 
hungry for regular meals, and the watchstanders even 
more so. Therefore, the cooks, coming off their battle 
stations at repair parties, damage control, etc., must 
turn to and get back to the regular menu. Yea! Steak, 
French fries, and ice cream for dinner tomorrow! 

Now, taxpayers, you know how some of your tax 
money is spent. [The End] 
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“Said plumbing of the depths certainly not being an 
enviable task,” muttered Philo. 


“Judge Disney ably focused on that difficulty in his 
dissenting opinion in the Lowry case,” recalled Law. 
“Here it is— 


‘We are not devling here with mere attenuated subtleties in legal 
concepts, but with plain, long-established and clearly defined 
legal principles and definitions contributing to the law of gifts. 
If in this tax question we do not have such guides, by what 
are we to be guided? Certainly we are not to regard merely 
the intent or lack of intent to escape taxation . . . Yet, that 
seems to be the real basis of the criteria applied in the majority 
opinion; for if under the above authority the gift is valid and 
complete, if title is vested and intended to be vested in the 
donee, regardless of any other conditions not inconsistent with 
such title vesting, | am unable to perceive a basis of question- 
ing the transfer, unless it be that of examining the tax intent.’” 


“That sums it up,” said Star, “and . . .” 
“Wait a minute,” asked Law. “I was going to add that 
he then quoted Corpus Juris Secundum, as follows: 


‘A gift is not defeated simply because the donor is given the 
right of access to the property, or because the donor is given 
custody and control over the property as the donee’s agent.’ ” 

“By now you have me jumping back and forth over 
the fence,” exclaimed Dash. “There is indeed much 
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to be said for either stand. Unfortunately, that leaves 
the taxpayer with scant guidance.” 


“Our basic difficulty seems to be,” concluded the 
Kid, “that we have a rather distinct and peculiar type 
of entity to deal with, namely, the family partnership. 
It exists, for better or for worse. Why shouldn’t Con- 
gress recognize the fact that it exists, that it is creat- 
ing a tax confusion and lay down some rules for it, 
one way or the other.” 


Our thanks to Mr. Harry Schindall, New York CPA 


for his thought provoking observations which we used 
as a basis for this month’s column. 


’ 


Cases and Rulings 


The article on page 298 of the July issue of TAXES 
—The Tax Magazine, by Edward N. Polisher, is 
recommended reading if you have followed the fore- 
going shoptalk. It’s on “Family Partnerships—Minor 
Children as Partners.” It cites all the recent cases 
we've had reference to. 

There’s an interesting short-term trust decision, for 
the taxpayer, at {| 9409. 








The Averaging of Income for Tax 











Purposes—Continued from page 448 





unhappily, for many businesses no long period would 
be involved. Cyclical movements are of various 
lengths. The two year carry-over of the prewar 
Federal law would be sufficient for the shorter cycles, 
but is too short for the longer and more important 
cycles and, accordingly, too short to meet a substan- 
tial part of the problem. 


“Tf an averaging device such as the carry-over is 
to service its functions of increasing tax equity and 
encouraging business investment and expansion, it 
must be adopted as firm policy to be retained in good 
times and bad. It would be worse to adopt a long 
carry-over, or other long-term averaging device, and 
thereafter to abandon it when loss periods were ex- 
perienced than to delay lengthening the period until there 
was a general understanding and resolution to retain the 
device as a continuing element in the tax system. 

“I am sure you would like for me to tell you what is 
going to happen to the wartime carry-backs and to 
averaging devices for the postwar tax revisions. I 
would like to tell you. I wish I knew. But tax revi- 
sion is a matter for Congressional action. As you no 
doubt have learned, the Congressional Joint Commit- 
tee on Internal Revenue Taxation instructed its staff 
and requested the Treasury staff to work together 
as a unit on the problem of tax adjustments for the 
transition and postwar periods. The studies being 
carried on have not yet reached the point of a report 














to the Joint Committee. So it would be inappropriate 
for me to go into the part which averaging devices 
might play in a postwar tax program. The matter 
is being given careful study along with other aspects 
of the postwar tax problem, and any suggestions 
which any of you may care to make on this question 
or any other involved in the study will be most wel- 
come and carefully considered. 


“Suggestions have already been made by a number 
of groups. Several plans provide long periods of 
carry-over of losses. One of two would introduce 
averaging for some or all types of income, notably for 
capital gains. This evidence of interest in the averag- 
ing problem is significant, because in the many tax 
revisions and great amount of tax study that have 
been carried on in the United States over the years, 
relatively little time and thought have been devoted 
to methods of overcoming the disadvantages for tax 
purposes of the annual accounting year. Yet the po- 
tential importance of such methods in terms of equity 
and sound economic effects is so great that much more 
attention to them is justified for the future than has 
been given to them in the past. It may well be that a good 
averaging device applying over an adequate period of 
years would be worth quite a few percentage points in the 
tax rate scale in furthering the realization of our tax and 
economic objectives in the post-war world.” 
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ployees, either in cash or in the form of other benefits 
provided under the plan. Such distribution need not 
benefit all other participants so long as it does not 
result in substantial discrimination in favor of the 
more highly compensated employees. For example, 
a distribution which benefits only the employees then 
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over age fifty, or only those who then have at least ten 
years of service, or only those who meet both such age 
and service requirements may be acceptable if there 
is no substantial possibility of discrimination in favor 
of highly compensated employees. 
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SUMMARY PROCEDURE FOR FORE- 
CLOSURE OF TAXES IN 
NORTH CAROLINA 


Peyton B. Abbott, Ass’t Director, Institute of 
Government, University of North Carolina 


22 North Carolina Law Review, April, 1944, 
p. 226-245 


The Machinery Act gives the tax attor- 
ney the option of proceeding to foreclose 
taxes by any one of three methods: (1) a 
summary proceeding under Section 1720 of 
the Machinery Act: (2) a proceeding under 
Section 1719 of the Machinery Act; (3) a 
proceeding in the nature of an action to 
foreclose a mortgage under C. S. 7990. 


Although there is no practical difference 
either as to costs or results in foreclosures 
instituted under C. S. 7990 and those insti- 
tuted under the Machinery Act, it seems 
that as to taxes for 1937 and prior years it 
would be safer to proceed under C. S. 1790 
and thereby avoid any question as to the 
statute of limitations. 


In foreclosing 1938 and later taxes, the 
procedure under the Machinery Act would 
seem to be preferable, since it: (1) elimi- 
nates any question as to the rate of interest 
to be charged; (2) allows the attorney one 
year rather than 90 days in which to issue 
his alias summons or begin service by pub- 
lication; and (3) provides in one place in 
chronological order an outline of the pro- 
cedural steps in foreclosure proceedings 
against which title attorneys can check in 
future years and perhaps persuade them- 
selves a little more readily that the tax title 
is good. 

Outline of Procedure Under Section 1720. 
The first step in a proceeding under Section 
1720 consists of mailing to the listing tax- 
payer, at his last known address, by reg- 
istered mail, a letter stating that a judg- 
ment will be docketed against him and that 
execution will be issued thereon as pro- 
vided by law. 


The letter must be mailed at least two 
weeks before docketing the judgment, and 
must be sent by registered mail. The sec- 
tion states that the receipt of the letter by 
the taxpayer, or receipt of actual notice by 
the taxpayer or by any interested party shall 
not be required for the validity or priority 
of the judgment or of the title acquired by 
the purchaser at the execution sale. 


Proof of the mailing of the letter, if it 
should become necessary, would be facili- 
tated by the retention of a carbon copy of 
the letter, together with the registry receipt, 
in the files of the collector or attorney. 


The second step in the procedure is to 
file with Clerk of the Superior Court a cer- 
tificate showing the tax due. This cer- 
tificate must show the name of the listing 
taxpayer, the amount of taxes, interest, pen- 
alties and costs, the year for which the tax 
is due, and a description of the real estate 
upon which the tax is a lien. The descrip- 
tion of the real estate must be sufficient to 
permit its identification by parol testimony. 

Other than the above requirements, no 
form of the certificate or judgment is set 
out. Since the certificate is to be docketed 
by the Clerk as a judgment and since the 
section requires that a separate tax judg- 
ment docket be kept for each year’s taxes, 
it would seem to be practical for the col- 
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lector or attorney to make up the tax judg- 
ment docket himself, in a form approved by 
the Clerk of Court, and deliver the docket 
to the Clerk who would endorse on each 
certificate therein the fact and date of filing 
and docketing, and fill in his fee (50¢) for 
docketing and indexing the judgment. 


The judgment docket sheets could be 
printed with four or more certificate forms 
to the page, leaving the reverse side, which 
would be the facing page for the preceding 
sheet, blank but ruled to conform to the 
upper and lower edges of each certificate 
for the entry of assignments or cancellations. 


Each certificate should be signed by the 
collector, either personally or by a rubber 
stamp facsimile signature. Since Section 
1722 authorizes rubber stamp facsimile 
signature but no other, a facsimile printed 
on the forms might be questioned. 


At any time after six months from the 
indexing (not the docketing) of the judg- 
ment, and before the expiration of two years 
from such indexing, the governing body may 
request the Clerk of Court to issue execution. 


Execution is issued in the same manner 
and form as other executions against specific 
property are issued in the Superior Court, 
and the sheriff is required to sell the prop- 
erty therein described in the same manner 
as in other execution sales, except that no 
homestead exemptions are allowed. 


The Act provides that in lieu of personal 
service of notice upon the owner of the 
property, notice by registered mail may be 
sent to the listing taxpayer at his last known 
address at least one week prior to the date 
fixed for the sale. 


It is not stated whether this duty should 
be performed by the sheriff or by the tax 
collector. It probably should be done by 
the collector, but in any event the collector 
should make certain that the notice is 
mailed. While the Act says such mailed 
notice is “in lieu of” personal service, it also 
says such notice “shall be mailed”; so that 
it would be safer to mail the notice as re- 
quired even where personal service is ob- 
tained. 

Although it is not required, it would prob- 
ably be prudent to include the listing tax- 
payer’s wife in the notices and in the 
judgment, and thus obviate the question of 
dower arising later. 

The Act does not provide for any notifica- 
tion to the record owner of the property 
where it is listed in the name of one other 
than such owner, and it is probable that the 
notices to the one who listed the property 
and a judgment certificate drawn against 
the one who listed the property would be 
sufficient. However, it would undoubtedly 
be better and render a title more readily 
marketable if the records were checked at 
least to the extent of seeing that the prop- 
erty was listed in the name of the record 
owner. If listed by someone other than 
the record owner, it would be prudent to 
send the notices to the record owner as well 
as to the tax lister, and to include the 
record owner and spouse in the judgment 
certificate. 

The sheriff may, and at the request of the 
taxing unit must, include more than one 
execution in the same notice and advertise- 
ment of sale. If two or more executions 
are included in the same advertisement, the 
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Limitations Under Section 1720. Judg 
ment may be docketed under Section 172 
at any time after six months from the sal 
of the tax certificates, and within two year 
after such sale. If the principal amoun 
of the tax is five dollars or less, the judg 
ment may be docketed at any time withi 
four years of the certificate sale (but afte 
the six months’ waiting period has expired) 

Since the section does not provide for in 
cluding taxes for two or more years in thé 
same judgment, and since it does provide 
for a separate judgment docket for each 
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passed upon the validity of titles that may 
be acquired under that procedure. 


The method is in use, and reports arg 
to the effect that it provides an effectivé 
means of keeping fairly well up-to-dat 
those relatively small amounts of taxes i 
dividually, but large in the aggregate, whic 
hardly justify the expense involved in 
court action. Despite this, there is a wide 
spread but rarely defined feeling among tal 
attorneys that the titles thus acquired arf 
invalid. What is wrong with a title acquiret 
through this summary procedure? 
principal suggestion is that the procedur 
fails to observe the requirements of 10 
process of law. 


The author thereupon launches into 
study of the early cases upholding earli¢ 
statutory authority for summary tax for 
closure procedures, a comparison of th 
procedure outlined in Section 1720 of thi§stock 
Machinery Act with other summag Th 
remedies universally acknowledged to begreasc 
valid, a consideration of the cases dealinggwise, 
with titles transmitted through the use ogo! th 
such remedies, and a discussion of the§sepa 
recognition by the court of the distinctioigPose 
between equitable court proceedings andjate 
those under statutory powers or mandatej§ton 
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ith respect to the transfer of titles free 
d clear of incumbrances. 
"All of this led him to the conclusion that 
sre is nothing in the Constitution of North 
Farolina, nothing in her statutes, and noth- 
in court decisions which militates 
minst the view that the procedure pro- 
ded by Section 1720 of the Machinery Act 
1939, if properly followed, will vest in 
purchaser a clear title to the premises 
volved. 
It is suggested that a return to a simpler 
ethod of tax foreclosure would save the 
wnicipalities and counties of North Caro- 
ma, that is to say, the taxpayers, many 
housands of dollars. It is further suggested 
hat the use of the method provided by Sec- 
ion 1720 would go a long way toward re- 
oring the marketability of tax titles. 
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TITY IN FEDERAL TAXATION 
—THE MODERN APPROACH 


Richard W. Case, Lecturer, University 
of Maryland 


30 Virginia Law Review, June, 1944, 
p. 398-434 


Despite an ever increasing tax disad- 
rantage, the corporation is still the most 
popular form by which individuals associate 
hemselves to transact business with other 
dividuals. 

Whenever a corporation is formed the 
thareholders embark upon their business 
enture realizing that they will pay a pre- 
mium by way of high federal income and 
xcess profits taxes for the privileges 
pranted under their corporate charter. It 
does not necessarily follow, however, that 
ta! corporation created is a corporation 
axed. 

Numerous instances have arisen in which 
he separate identity of a corporation has 
been disregarded for tax purposes, the result 
being that individual shareholders have been 
pranted the privilege or forced to bear the 
burden of reflecting the corporate activity, 
ax-wise, in their persOnal returns. 

It is the purpose of this article to clarify, 
Bs far as possible, the modern approach to 
this problem as it has been reflected by the 
various applicable provisions of the Internal 
Revenue Code and the decisions of the fed- 


eral courts. 
The Code 


As might be expected, Congress, in the 
majority of cases, has taxed a corporation 
RS a distinct entity, separate and apart from 
tach of its stockholders. Historically, how- 
ever, this has not always been true. 

‘Today recognized authorities in the field 
of federal taxation are on record as believ- 
ng that a constitutional amendment would 

€ necessary to vest Congress with the 
power to disregard, in all cases, the separate 
entity of a corporation and thereby tax the 
het earnings of the company to the in- 
dividual stockholders. 

Although the power of Congress to dis- 
regard the corporate entity for all tax pur- 


B0ses is open to question, there can be no 


doubt that if Congress reasonably feels that 
the entity of certain types of corporations 
should be disregarded in order to protect 
the federal revenue, additions may be made 
to the Internal Revenue Code, consistent 
with the provisions of the Constitution, 
which would tax corporate income to its 
stockholders. 

The motive of protection is not the only 
feason for Congressional disregard, tax- 
wise, of the corporate entity. The majority 
ot the courts have refused to disregard the 
separate entity of a corporation for tax pur- 
Poses unless certain special circumstances 
are present to lift the case from the applica- 
ton of the general rule. 


Legal Periodical Digests 


By and at large, the general rule has 
been strictly applied. But while the strict 
application of the general rule is usually 
technically correct, it has often produced 
inequitable results and hardships which Con- 
gress did not intend the taxpayer to bear. 
In such instances, Congress has corrected 
the injustice by passing additional revenue 
laws which give to the taxpayer the option 
to disregard the separate entity of a cor- 
poration, provided that certain statutory 
requirements are met. 


The Cases 


In contrast to the relatively few instances 
in which Congress has ignored the separate 
existence of a corporation for tax purposes, 
court decisions dealing with the problem 
are legion. 


As would be expected, the contention for 
or against recognition of the corporation as 
a taxable entity shifts with the tax benefits 
to be derived, and both taxpayers and the 
Government have vacillated between theories 
as best suited their purposes in substantially 
similar factual presentations. 


For this reason, the courts have found 
it a difficult task to chart a course through 
the maze of conflicting facts and theories 
which could be dignified by the term 
uniform. However, the majority of deci- 
sions have used as an initial touchstone an 
inquiry into the purpose for which the cor- 
poration was organized, and when the gen- 
eral problem is analyzed with this approach 
in mind a semblance of regularity can be 
seen amid the otherwise apparent chaos. 


The generalization made by Mr. Justice 
Holmes in Klein v. Board of Tax Supervisors, 
282 U. S. 19, presents a starting point in 
the solution of the problem: that as a gen- 
eral rule, in the usual case, the corporate 
entity will be regarded rather than disre- 
garded for tax purposes, and that it is only 
where exceptional or peculiar facts are pre- 
sented that the separate corporate existence 
will be ignored. 

Although cited many times for the propo- 
sition that the entity of a wholly owned 
corporation should be disregarded for tax 
purposes, it is clear that the cases of Southern 
Pacific Co. v. Lowe, 247 U. S. 330, and Gulf 
Oil Corporation v. Lewellyn, 248 U. S. 71, 
rest on their peculiar factual presentation, 
and neither one lays down a general rule 
for tax cases. 

The more recent decisions dealing with 
the problem of the recognition of a cor- 
poration as a distinct taxable entity, sep- 
arate and apart from its principal stock- 
holder, may be grouped roughly into two 
general classes. 

The first group includes those cases in 
which a sole or principal stockholder has dealt 
with the corporation, resulting in gain or loss 
to the individual or to the corporation. 

In these cases, the normal contention of 
the individual taxpayer invariably follows 
the pattern that the corporate entity should 
be disregarded if he has realized a gain, 
but regarded if the transaction has resulted 
in an individual loss. 


Such cases as may arise where a taxpayer 
has transferred property to a controlled 
corporation in return for its stock or se- 
curities, where an individual has_ sold 
personal assets to the corporation for con- 
sideration other than stock, where a tax- 
payer has loaned funds to his corporation, 
paid its debts or assumed its obligations, 
where the corporation has sold corporate 
assets to the individual or paid him a divi- 
dend, where the corporation has loaned funds 
to the taxpayer, paid his debts or assumed his 
obligations, and where the corporation has 
been partially or wholly liquidated. 

The second group of cases consists of 
those instances in which a wholly owned 


corporation has dealt with third parties re- 
sulting in gain or loss to the corporation. 

In this group of cases the principal ques- 
tion for decision is the identity of the tax- 
payer, the individual stockholders and the 
Government both contending for or against 
the recognition of the corporation as a tax- 
able entity as best serves their purposes in 
the given case. 

Where Congress has not spoken, the 
courts, in all but a few exceptional cases, 
have generally regarded the corporation as a 
separate taxable entity. 

The exceptional cases in which a corpo- 
rate entity will not be regarded for tax 
purposes are those in which the recognition 
of the entity would contravene directly or 
indirectly some act of Congress, where the 
corporation was formed or used for the pur- 
pose of avoiding taxes and where the cor- 
poration was not created to function as such 
or to serve a useful business purpose. The 
author analyzes a number of cases falling 
into these categories. 


THE REVENUE ACT OF 1943: 
QUICK VIEW OF ITS INCOME 
AND EXCESS PROFITS TAX 
PROVISIONS OF GEN- 
ERAL INTEREST TO 
CORPORATIONS 


Ralph R. Neuhoff, Lecturer, Washington 
University School of Law 


28 Minnesota Law Review, April, 1944, 
p. 287-299 

Effective Date. In general, the income tax 
and excess profits tax amendments are 
effective only with respect to taxable years 
beginning after December 31, 1943. The 
Act states that such shall be the case unless 
otherwise expressly provided. This means 
that in the case of taxpayers on a calendar 
year basis, the returns which were due 
March 15, 1944, for the year 1943 were not 
affected. 


However, there are a number of provi- 
sions which are retroactive in varying 
degrees and apply to designated prior tax- 
able years, and some elections are granted 
which must be exercised, if at all, by vary- 
ing dates in 1944, 


Rates, Returns, etc. The income tax rates 
on corporatiOns are not affected by the Act, 
but several changes are made in the struc- 
ture of the excess profits tax. The rate 
of excess profits tax is changed from 90% 
to 95% of the adjusted excess profits net 
income. The specific exemption for excess 
profits tax which had been $5,000 is changed 
to $10,000 on separate and on consolidated 
returns. 


The credit based on invested capital for 
the excess profits tax remains at eight per 
cent for the first $5,000,000 of invested 
capital, but the credit on the second $5,000,000 
of invested capital is computed at six per 
cent instead of seven per cent, and on all 
over $10,000,000, the credit is computed at 
five per cent in place of six per cent on the 
amount from $10,000,000 to $200,000,000 and 


five per cent on the excess. 


A new subsection (f) inserted after sub- 
section (e) in I. R. C., Section 54, requires 
annual returns stating specifically the items 
of gross income, receipts, and disburse- 
ments and such other information as the 
Commissioner prescribes. Certain corpora- 
tions are relieved from the necessity of filing 
such returns, notably religious organizations, 
certain educational organizations, and cer- 
tain charitable organizations, but labor 
organizations are required to file such 
reports. 


Post War Refund—Debt Retirement. The 
Internal Revenue Code provides for a post 
war refund of a portion of the excess profits 
tax, normally ten per cent thereof. By Sec- 
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tion 783 of the I. R. C. 40% of the amount 
of debt retirement is a credit at the election 
of the taxpayer within the limits set out. 


Section 251 amends I. R. C., Section 783 
(b) (2) which states the limitation on the 
debt retirement. As amended the credit 
shall not exceed an amount equal to 40% 
of the amount by which: (a) The amount 
of indebtedness as of September 1, 1942, 
or (b) the smallest amount of indebtedness 
as of the close of any preceding taxable 
year ending after September 1, 1942, which- 
ever is lesser, exceeds the amount of in- 
debtedness as of the close of the taxable 
year. 


The post war refund of excess profits 
tax may, under I. R. C. Section 780, be 
represented by bonds of the United States. 
Sale, exchange, or pledge of the bonds was 
prevented by I. R. C., Section 780 (c). 
There was no reason why a successor of the 
taxpayer should not be allowed to receive 
such bonds and accordingly this is per- 
mitted by Section 250, Revenue Act of 1943. 


After bonds have been issued for the 
post war refund it might occur that the tax 
itself was reduced, which would call for 
a reduction in the amount of bonds repre- 
senting the refund. But if said bonds are 
not made available then the amount of re- 
duction which would have been applied to 
the bonds is applied instead against the 
amount of the tax reduction itself. This is 
provided by Section 250 (e). 


Consolidated Returns, Acquisition of Cor- 
poration to Avoid Tax. By I. R. C., Section 
727, certain corporations, such as personal 
holding companies, are exempted from the 
excess profits tax unless the corporation is 
“a member of an affiliated group of cor- 
porations filing consolidated returns under 
Section 141.” 


This means that if the affiliated group 
of which they are a part decide to file a 
consolidated return, the exemption from 
excess profits tax is lost. The Revenue 
Act of 1943, Section 131, grants these cor- 
porations the privilege of continuing their 
exemption by electing not to be included 
in the consolidated return of the group of 
which they are a part. 





Various Provisions Concerning Reorganized 
Corporations. In the President’s veto mes- 
sage of February 22, 1944, he states that the 
bill contains provisions which will afford 
indefensible special privileges to favored 
groups and enumerates, among others, the 
following: 


(a) Permission for corporations reorganized 
in bankruptcy to retain the high excess profits 
credit and depreciation basis attributable to the 
contributions of stockholders who are usually 
eliminated in the reorganization. 


This movement started in the Revenue 
Act of 1942. This applied only to railroad 
reorganizations, and provided that loss 
should not be recognized if property of a 
railroad corporation is transferred in rail- 
road reorganizations in a receivership pro- 
ceeding or in a proceeding under section 
77 of the National Bankruptcy Act. 

Consistently with the provisions for non- 
recognition of loss was the provision for 
preservation of basis of such property ac- 
complished by adding a new paragraph (20) 
to I. R. C. Section 113 (a). One effect of 
the amendments was to include the former 
valuation in the invested capital of the re- 
organized railroad. The railroad amend- 
ments were made retroactive to taxable 
years beginning after December 31, 1939. 
The Revenue Act of 1943 makes them fur- 
ther retroactive to years beginning after 
December 31, 1938. 

As explained by the Senate Finance Com- 
mittee Report on the Revenue Bill of 1943, 
the purpose of the section now numbered 121 
was “to provide equality of tax treatment 
for all corporations undergoing insolvency 
reOrganization under court supervision. 

The treatment is said by the Finance 
Committee report to include the rules with 
respect to gain or loss and basis of assets 
which shall be used both for the determina- 
tion of depreciation and gain or loss on sub- 
sequent sale, and for determination of credit 
for excess profits tax purposes. Rules ap- 
plicable to the determination of gain or loss, 
and basis of new securities to shareholders 
and creditors participating in the reorganiza- 
tion are likewise provided. 


Fiscal Years. The provision for fiscal 
years including parts of 1943 and 1944 had 









to be different from the analogous situatig, 
in 1941 and 1942 because there was n 
reason to include June 30, 1944, in the cq 
culations, as June 30, 1942 was included, th 
Revenue Act of 1943 having been passe; 
early enough in 1944 to justify making jj 
apply to all of 1944. With this exception 
however, the treatment of 1943-4 fiscal year; 
is analogous to the treatment of 194]. 
fiscal years. 

















Inventories. Section 119 of the Revenyg 
Act of 1942 amended I. R. C., Section 7 
(d), to provide relief in certain cases of 
involuntary liquidation of inventory by tax 
payers using the “last in first out” method 
The taxable income of the year of such 
involuntary liquidation is adjusted by reduc 
ing it in the amount of the increased cos 
of the replacement units or increasing it ig 
the amount of the decreased cost of the 
replacement units. The replacement is ty 
appear from the closing inventory of a sub 
sequent taxable year, ending not more tha 
three years after the end of the war. Elec 
tion is required to be made at the time of 
filing the taxpayer’s return for the year of 
liquidation. 

The Revenue Act of 1943 makes som 
changes in this relief provision. Whereas 
the adjustment had been limited to taxabl 
years beginning after December 31, 194] 
it is changed to apply to years beginning 
after December 31, 1940. Likewise the other 
amendments which will be described below 
are made retroactive to the same date. 


In connection with liquidation effected in 
1942 the election had to be made at the 
time of filing the return, but with respect 
to liquidations in 1941 the election may be 
made within six months after the enactment 
of the Revenue Act of 1943. 

Whereas the adjustment is limited by 
prior law to income tax and excess profits 
tax, I. R. C., Section 22 (d) (6) (E) 3 
amended by striking out “Subchapter E of” 
so as to make the adjustment applicable 
to all taxes in Chapter 1 and Chapter 2 of 
the I. R. C. which includes the excess profits 
tax, declared value excess profits tax, sur- 
tax on personal holding companies, and un- 
just enrichment tax. 
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C A B Studies Double Taxation Problem: The 
Civil Aeronautics Board has appointed a committee to 


trol taxation. 


make a study of the effects of the Northwest Airlines 


decision of the Supreme Court, and report their find- 


ings to Congress. 


The Northwest Airlines case arose in Minnesota 
and was decided by the Supreme Court earlier this 
year where it had been taken by the airline after the 
state of Minnesota assessed a property tax on the 
basis of all the airplanes owned by the company. 
Since the identical property was taxed in other states 
this resulted in a double tax upon the same property. 
The concern of the airlines of the country has been 
that in all probability other states may follow the 
lead of Minnesota since the Supreme Court decided 
Should such a situation develop 
double taxation would be the order of the day. 

As a solution to this situation some have looked 
upon the Federalization of the airlines, taking them 
entirely out of the jurisdiction of the states for tax 
purposes, as the solution. Justice Streissgurth of the 
Minnesota Supreme Court pointed out in his dissent- 
ing opinion that remedial legislation in Minnesota 
had best be enacted promptly lest the Federal govern- 
ment assert its undisputed power and authorize the 


in favor of that state. 
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incorporation of airlines under national law and con- 


The Supreme Court: The 1944-1945 term of the 


United States Supreme court begins on October 2, 


October, 1944 


1944. There are a number of tax cases on the docket, 
among them the celebrated Harmon v. Commissioner. 


This case will test Oklahoma’s new community 
property tax law, which provides that by filing a 
declaration of election a husband and wife may ac- 
quire the advantages of the community property sys- 
tem of ownership of property. Mr. C. C. Harmon and 
his wife, both residents of Oklahoma, did that and 
divided their income for Federal tax purposes. The 
circuit court of the tenth circuit held that compliance 
with the Oklahoma tax law (filing the proper declara- 
tions) was sufficient to permit the division of their 
income on a Federal income tax return. 

In his brief before the Supreme Court the Solicitor 
General on behalf of the Commissioner of Internal 
Revenue points out that if the decision of the tenth 
circuit is allowed to stand that other states may well 
be induced to adopt a similar elective system of com- 


munity property in order to secure tax advantages 
for their citizens. 
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INTERPRETATIONS 


Court... Administrative 








APPELLATE AND LOWER COURTS 


Capital stock tax: Return by liquidated corpora- 
tion: Adjusted declared value as zero.—In a liquida- 
tion which was completed on October 31, 1936, 
taxpayer transferred to its parent campany all of its 
assets in exchange for all of taxpayer’s outstanding 
shares of stock. The District Court holds that the 
true adjusted declared value of taxpayer’s capital 
stock for the capital stock tax year ending June 30, 
1937, was zero, and that taxpayer, having erroneously 
computed such adjusted declared value of its capital 
stock at $12,478,648.17 in its 1937 capital stock 
tax return, is entitled to a refund of the. capital 
stock tax paid on such return. DC. Calif., General 
Pipe Line Company of California, a corporation, Plain- 
tiff, v. Ethel Strickland Rogan, as Executrix under the 
Will of Nat Rogan, Deceased, Former Collector of 
Internal Revenue of the United States in and for the 
Sixth District of California, Defendant, 44-2 ustc § 9421. 


Definitions: Trustee holder of undivided interests 
in oil royalties: Certificates: Trust v. Association.— 
Taxpayer, a bank trustee, was designated a legal 
holder of the one-eighth royalty interest reserved in 
two oil and gas leases by numerous purchasers under 
a trust agreement executed by them, each of whom 
was a separate owner of an undivided interest in such 
royalties, under the agreement each owner received 
a certificate, issued by the trustee, which represented 
his separate interest, and was assignable on the books 
of the trustee. The only remaining duties of the trus- 
tee were to receive and distribute the income from 
the royalties to the certificate owners, for which it 
was paid a reasonable fee. The District Court holds 
that such an arrangement is taxable as a “fiduciary” 
and not as an “assocition”.’ DC. Kan., First National 
Bank in Wichita, as Trustee under a Trust Agreement 
dated December 8, 1917, and known as Marshall Royalty 
Number One, Plaintiff v. United States of America, 
Defendant. First National Bank in Wichita, as Agent 
under a trust agreement dated February 11, 1918, and 
known as Marshall Royalty Number Two, Plaintiff v. 
United States of America, Defendant. 44-2 ustc § 9433. 


Deductions: Bad debts: Worthless stock: When 
deductible——Although the corporation which tax- 
payer organized and turned over to a relative to oper- 
ate showed deficits for several years prior to the 
taxable year, during which years taxpayer made loans 
to it aggregating $18,000, the District Court holds that 
such loans became worthless during the taxable year 
when taxpayer ascertained the corporation’s insolvent 
condition and caused it to be liquidated and all its 
creditors but himself paid in full. The court holds, 
however, that the stock of such corporation became 
worthless in a prior yeah when its assets had depre- 
ciated to exhaustion, leaving no equity in the stock, 
whether so known to taxpayer or not. DC. Ky., 
H. G. Barnes, Plaintiff v. Seldon R. Glenn, Collector 
of Internal Revenue, Defendant, 44-2 ustc J 9427. 


Family partnership: Good faith—Within a few 
days, the taxpayer made a gift of stock to his wife and 
six adult children and the parties dissolved three cor- 


Interpretations 


* 


porations owned by the family, and formed a partner- 
ship. The District Court, after holding the gifts to 
be valid, concludes that although all these transactions 
occurred in a rapid sequence of time, there was no 
justification, without supporting evidence, for the 
Commissioner’s contention that the three transactions 
in reality were only one, so that formation of a bona 
fide partnership was precluded. DC. Ky., J. F. Hardy- 
mon, Plaintiff v. Seldon R. Glenn, Collector of Internal 
Revenue for the District of Kentucky, Defendant. 44-2 
ustc J 9431. 


Estate tax—Partnership agreement—Taxability.— 
Decedent transferred 4 of his % interest in a part- 
nership to his son, in 1929, at which time the son paid 
him $25,000. Under an agreement entered into at the 
time, decedent retained a life interest in his remaining 
interest and provided for the remainder interest to 
pass to the son upon his (decedent’s) death. A new 
partnership agreement was drawn, admitting the son 
to the partnership, and setting out that in case of ter- 
mination of the partnership before decedent’s death, 
the other partner would receive % of the assets, dece- 
dent 3% and the son &%. It is held that the % interest 
of decedent is taxable as part of decedent’s gross estate 
as a vested remainder subject to be divested by a 
condition subsequent. 


Estate tax—Right to dispose of corpus denied.— 
Decedent created a trust in 1928, providing for pay- 
ment of the income to her for life and after her death 
to her sister for life. Disposition of the corpus by 
will was retained by the decedent, and in default of 
such appointment, the corpus was to be disposed of 
as part of decedent’s estate. Decedent’s executors 
paid tax on the corpus of the trust but claimed that 
the value of the sister’s life estate should be excluded, 
and to that extent claimed a refund. It is held that 
the sister’s life estate is properly includible in dece- 
dent’s gross estate, as a gift to take effect at death. 
DC. N. Y., Central Hanover Bank and Trust Company 
as Executor of the Last Will and Testament of Elizabeth 
C. G. Russell, Deceased, Plaintiff v. Joseph D. Nunan, 
Jr., Collector of Internal Revenue, Eastern District of 
New York, Defendant. 44-2 ustc { 10,136. 


Stamp Taxes: “Whether on organization or reor- 
ganization” not restrictive.—In Section 1802(a) of the 
Code—which imposes a stamp tax on each original 
issue of shares or certificates of stock by a corporation 
the word “whether on organization or reorganization” 
are not words of limitation restricting operation of the 
tax to those two contingencies. The words declare 
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the application of the statute to cases of original or- 
ganization and reorganization, as well as to cases of 
other original issues. It follows that the issuance of 
stock dividends is taxable. DC. OHIO, The Ohio 
State Life Insurance Company, a corporation, Plaintiff, 
v. Harry F. Busey, Collector of Internal Revenue, De- 
fendant. 44-2 ustc { 9429. 


When gross income reported: Accrual basis: Guar- 
anteed payment of bonus installments.—The District 
Court, having found that taxpayer filed his first in- 
come tax report on the accrual basis, notwithstanding 
such return was erroneously designated as being on 
the “cash basis,” and that subsequent returns for the 
taxable years in question were filed on the accrual 
basis, holds that a bonus payment agreed to be paid 
to taxpayer on an oil lease, payable in installments 
over a period of three years from lessee’s share of pro- 
duction under the lease, where such payments were 
unconditionally guaranteed by an enforceable contract 
in writing by a solvent lessee, was taxable income for 
the year of the execution of such lease. DC. OKLA., 
Fred Pfeiffer, Plaintiff, v. H. C. Jones, Individually, and 
as Collector of Internal Revenue, Defendant. 44-2 
ustc §] 9420. 


Condemnation award; Taxability of interest: De- 
ductibility of litigation expenses.— Where taxpayer in 
condemnation proceedings received $143,000 of which 
$111,000 represented the value of the land at the time 
it vested in the State and $32,000 represented interest 
from the date of vesting to the date of payment, the 
Court holds that all of the interest payment was income 
and that taxpayer’s expenses in the condemnation litiga- 
tion incurred in the taxable year are deductible from 
taxpayer’s income for the taxable year. DC. N. Y., /saac 
G. Johnson & Company, Petitioner, v. United States of 
America, Defendant. 44-1 ustc J 9342. 


Property subject to lien: After-acquired property. 
—Where the Government had properly filed notices 
of tax liens before the delinquent taxpayer had as- 
signed certain fees previously earned by taxpayer but 
not yet received by him, and before another creditor 
of the taxpayer had attached these fees, the Court 
holds that the Government’s claim was prior to the 
other claims and that the tax liens attached to after- 
acquired property. DC. PA., In the Matter of Victor 
Brewing Company, Bankrupt. 44-1 ustc § 9173. 


Estate tax—Promissory notes—Valuation.—Dece- 
dent’s estate included promissory notes, which dece- 
dent’s executors had returned as of “no value” in the 
estate tax return, but which the Commissioner valued 
at par. It was shown that collection could only be 
made through litigation, and a successful termination 
was in doubt. The financial condition of the signer 
of one of the notes was not sufficiently substantial to 
warrant the expense of litigation, and the other signer 
claimed to have entered into a compromise settlement 
with the decedent, though papers confirming the state- 
ment were not in evidence. Under the facts, it was 
held that the executors had sustained their burden of 
proof, and the items were not subject to tax, even 
though several years after filing the return the execu- 
tors were able to realize a small percentage of the value 
on one of the notes. DC. Md., Addison E. Mullikin 
and H. LeRoy Carter, Executors of the Estate of Mer- 
ville H. Carter, deceased, Plaintiffs v. M. Hampton 
Magruder, Collector of Internal Revenue for the District 
of Maryland, Defendant. 44-2 ustc J 10,137. 
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Deductions: Expenses: Minimum royalties under 
a coal mining lease.—Under the terms of a coal lease, 
which contemplated the eventual exhaustion of the 
coal, taxpayer claimed the right to a deduction for 
royalties paid on coal actually mined during the calen- 
dar year 1936 and paid for by royalties previously 
advanced, even though the royalties actually paid 
during the year were only the minimum royalties. 
The District Court holds that under Secs. 23 (a)-1 
and 43 of the Revenue Act of 1936 only the royalties 
actually paid during the year 1936 are allowable as 
deductions. There were also allowed as deductions 
certain items expended for office rent and rent for a 
safe deposit box. DC. PA., Morss Hill Coal Company, 


Plaintiff v. United States of America, Defendant. 44-1 
ustc J 9267. 


Refunds and credits: Effect of protest and reserva- 
tion of rights pending certain court action: Subse- 
quent amendment of claim.—Taxpayer filed protest 
on November 7, 1934 to Commissioner’s recommenda- 
tion of October 24, 1934 that additional tax be as- 
sessed because of excessive deduction for charitable 
and religious gifts but acquiesced in suggestion that 
matter be held in abeyance until a decision of the 
United States Supreme Court was rendered in a case 
involving the same principle. On February 1, 1936, 
taxpayer accepted an over-assessment with the same 
reservation as to his right of refund contingent on 
the final determination of the same question. The 
District Court, after finding that taxpayer’s amended 
claim, filed on December 3, 1942, was a proper amend- 
ment, holds that the protest of November 7, 1934 was 
sufficient as an informal claim and that there was 
no rejection of such claim by the Commissioner until 
3% months before the action for refund was com- 
menced. DC. N. Y., Dunlevy Milbank, Plaintiff v. 
William Duggan, Former Collector of Internal Revenue 


for the Second District of New York, Defendant. 44-1 
ustc J 9268. 


Income—Federal Savings and Loan Association 
(Minn.).—The Home Owners Loan Act of 1933 pro- 
hibited the State from imposing any tax on federal 
Savings and loan associations greater than that im- 
posed by the State on other similar local mutual or 
cooperative thrift and home financing institutions. 
Credit unions are exempt from income tax, while the 
associations are taxed. Held that the difference be- 
tween federal savings and loan associations, and credit 
unions organized under the laws of Minnesota is suf- 


ficient to sustain the classification embodied in the 
law. 


Section 18, Chapter 49, Laws 1937, Extra Sessions, 
amending Section 27 of the Income Tax Act, as appli- 
cable to building and loan associations, contains a 
provision allowing a credit against net income “to 
each building and loan association organized and 
existing as such under the law of this State, an amount 
equal to the interest and dividends paid during the 
taxable year to its members as members.” The Tax 
Commission adopted a regulation which in effect 
eliminated the words “organized under the laws of 
this State.” 


Held that the commissioner had authority to elim- 
inate the provision referred to, and that the Act, with 
such elimination, is valid. State of Minnesota v. Min- 
nesota Federal Savings and Loan Association et al., 
Minnesota Supreme Court, August 4, 1944. 
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ALABAMA 
Nov. 1—— 
Annual license and privilege taxes delin- 
quent. 
Automobile dealers’ reports due. 
Nov. 10—— 
Alcoholic beverage reports due from dis- 
tributors, retailers and wholesalers. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax reports and payments due. 
Tobacco wholesalers’ and jobbers’ reports 
due, 
Nov. 1s—— 
Gasoline tax reports due from carriers’, 
transporters and warehouses. 
Last day for motor vehicle registration. 
Lubricating oils tax reports due from 
carriers, transporters, and warehouses. 
Motor carriers’ mileage tax and reports 
due. 
Nov. 20—— 
Automobile dealers’ reports due. 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline inspection taxes and reports due. 
Lubricating oils tax and reports due. 
Motor fuel tax and reports due. 
Sales tax reports and payment due. 




































ARIZONA 
Nov.—First Monday—— 
Bank share tax installment delinquent. 
Property tax (semi-annual installment) 
delinquent. 
Nov. 5—— 
Alcoholic beverage licensees’ reports due. 
Nov. 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax and reports due. 
Nov. 25—— 
Gasoline tax reports and payments due. 
Motor fuel carriers’ reports due. 



























ARKANSAS 
Nov. 10—— 
Alcoholic beverage taxes and reports due. 
Beer consumers’ sales tax due. 
Motor fuel carriers’ reports due. 
Natural resources—statement of purchases 
due. 
Natural resources severance tax reports 
and payment due. 
Nov. 15—— 
Income tax (second installment) due. 
Light wine and beer purchasers’ reports 
due, 
Wine manufacturers’ 
due. 
Nov. 20—— 
Gross receipts tax and reports due (by 
regulation; under law, Nov, 15). 
Use fuel tax and reports due, 
Nov. 25>—— 
Motor fuel tax and reports due. 









reports and taxes 


















CALIFORNIA 
Nov. 1—— 
Beer and wine reports and taxes due. 
Common carriers’ distilled spirits tax and 
reports due. 
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STATE TAX CALENDAR 


Gasoline tax due. 

Real property tax and personal property 
tax secured by real estate (semi-annual 
installment) due. 

Nov. 15— 

Distilled spirits tax and reports due. 

Gasoline tax reports due. 

Use fuel tax reports and tax due. 

Nov. 20—— 
Motor carriers’ gross receipts tax due. 


COLORADO 

Nov. 5—— 

Alcoholic beverage manufacturer’s report 

due. 

Motor carriers’ taxes due. 
Nov. 10—— 

Motor carriers’ reports due. 
Nov. 14— 


Sales tax reports and payment due. 

Use tax reports and payment due. 
Nov. 15—— 

Coal mine owners’ reports due. 

Coal tonnage tax reports due. 

Service tax reports and payment due. 


Nov. 25—— 
Gasoline tax reports and payment due. 


CONNECTICUT 
Nov. 1— 
Gasoline tax due. 
Property tax returns due. 


Nov. 10—— 
Cigarette reports due. 
Nov. 15— 
Gasoline tax reports due. 
Railroad tax (semi-annual installment) 
due. 
Street railway tax (semi-annual install- 
ment) due. 


















Nov. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
DELAWARE 
Nov. 15—— 


Alcoholic beverage reports due from man- 
ufacturers and importers. 

Filling stations’ gasoline tax reports due. 

Wholesale dealers’ monthly cigarette tax 
report due. 

Nov. 30—— 
Carriers’ gasoline reports due. 
Distributors’ gasoline tax and reports due. 


DISTRICT OF COLUMBIA 


Nov. 10— 
Licensed manufacturers’ and wholesalers’ 
beer reports due. 
Licensed manufacturers, wholesalers, or 
retailers alcoholic beverage reports due. 
Nov. 15— 
Beer taxes due. 
Nov. 30-— 
Gasoline tax reports and payment due. 





FLORIDA 
Nov. 1 
Property taxes due. 
Nov. 10— 


Agents’ cigarette tax reports due, 
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Manufacturers’ and distributors’ alcoholic 
beverage reports and taxes due. 
Nov. 15—— 
Alcoholic beverage reports due from car- 
riers and transporters. 
Gasoline tax reports and payment due. 
Motor vehicle fuel use tax and reports due. 
Nov. 30—— 
Motor transportation company taxes and 
reports due, 


GEORGIA 
Nov. 1—— 
Corporation registration statements and 
fees due. 
Nov. 10—— 


Tobacco wholesale dealers’ reports due. 
Nov. 15— 
Malt beverage tax reports and payment 
due. 
Nov. 20—— 
Gasoline tax reports and payment due. 

















IDAHO 
Nov. 10— 
Beer dealers’ reports due, 
Nov. 15— 


Electric power company reports and taxes 
due. 
Gasoline tax reports and payment due. 


ILLINOIS 
Nov. 10—— 
Motor carriers’ mileage tax due. 
Nov. 15—— 


Cigarette tax returns due. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s manufacturers’ and im- 
porting distributors’ reports on alcoholic 
beverages due. 
Nov. 20—— 
Gasoline tax reports and payment due. 
Oil production taxes and reports due. 
Petroleum products reports and inspection 
fees due, 
Nov. 30—— 
Transporters’ gasoline tax reports due. 










































































































































































































































































































































































































INDIANA 
Nov.—First Monday—— 
Property tax (semi-annual 
due. 
Nov. 15— 
Carriers’ gasoline tax reports due. 
Nov. 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangibles 
tax reports and payment due. 
Nov. 25— 
Gasoline tax reports and payment due. 


installment) 


IOWA 
Nov. 10—— 
Beer taxes and reports due from class A 
permittees. 


Carriers’ gasoline tax reports due. 
Cigarette vendors reports due. 

Nov. 20—— 
Gasoline tax reports and payment due. 


KANSAS 
Nov. 5— 
Cigarette distribution reports due. 
Nov. 10— 
Alcoholic beverages reports and taxes due. 
Cigarette stamp reports due. 
Malt beverage reports and taxes due. 
Nov. 15—— 
Carriers’ gasoline tax reports due. 
Compensating tax reports and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
Oil inspection reports and fees due, 
Nov. 20—— 
Sales tax reports and payment due. 
Special fuel use tax report, fee, due. 
Nov. 25—— 
Gasoline tax reports and payment due. 


KENTUCKY 
Nov. 10—— 
Amusement and entertainment taxes and 
reports due. 
Cigarette tax reports due. 
Gasoline tax reports due from importers 
and refiners. 
Nov. 15-— 
Alcoholic beverage reports due. 
Income tax (third installment) due. 
Motor vehicle fuel tax (other than gaso- 
line) reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports 
and payment due. 
Nov. 20—— 
Oil production tax reports and payment 
due. 
Nov. 30—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 






















































LOUISIANA 
Nov. 1 
Pipe line transportation tax due. 
Public utility license tax due. 
Soft drinks wholesalers’ reports due. 
Tobacco wholesalers’ reports due. 
Nov. 10—— 
Importers’ gasoline tax reports and pay- 
ment due. 
Importers’ kerosene tax reports and pay- 
ment due. 
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Importers’ light wine and beer tax reports 
due. 


Importers’ lubricating oils tax reports due. 


Nov. 15— 


Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wine and beer reports due. 
Carriers’ lubricating oils reports due. 
Income tax (third installment) Que. 
Intoxicating Hquor manufacturers’ 
dealers tax reports due. 
Soft drinks wholesalers’ reports due. 
Tobacco wholesalers’ reports due. 


Nov. 20—— 

Dealers’ gasoline tax reports and payment 
due. 

Dealers’ kerosene tax reports and payment 
due. 

Fuel use tax and reports due. 

Light wine and beer manufacturers’ and 
dealers’ tax reports due. 


and 


Lubricating oils tax due; dealers’ reports 
due. 

New Orleans sales tax reports and pay- 
ment due. 


Petroleum solvents reports due. 
State sales and use tax returns and pay- 
ments due. 





MAINE 
Nov. 10—— 


Malt beverage manufacturers’ and whole- 
salers’ reports due. 


Nov. 15—— 

Use fuel tax and reports due. 
Nov. 30—— 

Gasoline tax and reports due. 

MARYLAND 

Nov. 10—— 

Admissions tax payment due. 
Nov. 30—— 


Beer tax reports and payment due. 

Gasoline tax reports and payment due. 

Reports due from purchasers of motor fuel 
in cargo lots. 


MASSACHUSETTS 
Nov. 10— 
Alcoholic beverage tax reports and pay- 
ment due. 
Meals tax reports and payment due. 
Returns of savings banks and trust compa- 
nies due. 
Nov. 15— 
Cigarette distributors’ 
payment due. 
Nov. 30—— 
Gasoline tax reports and payment due. 


tax reports and 


MICHIGAN 
Nov. 1—— 
Gas and oil severance tax reports and pay- 
ment due. 
Nov. 5—— 


Carriers’ gasoline tax reports due. 
Nov. 10—— 
Common and contract carriers’ fees and 
reports due, 
Nov. 15—— 
Sales tax reports and payment due.” 
Use tax reports and payment due. 
Nov. 20 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 
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MINNESOTA 

Nov. 1 

Property tax (second semi-annual install- 
ment) delinquent. 

Nov. 10 


Iron ore severance tax reports due from 
carriers. 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
Nov. 15—— 
Interstate motor carriers’ mileage tax due. 
Nov. 23—— 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. 
Nov. 25—— 
Dealers in farm tractor fuels, reports and 
payment due. 








MISSISSIPPI 
Nov. 5—— 
Factory reports due. 
Nov. 10—— 


Admissions tax reports and payment due. 
Nov. 15—— 
Gasoline tax reports and payment due. 
Light wine and beer distributors,’ retailers’ 
and wholesalers’ reports due. 
Sales tax reports and payment due. 
Tobacco reports due from _ distributors, 
manufacturers and wholesalers. 
Timber severance tax and reports due. 
Use tax reports and payment due. 
Nov. 25—— 
Oil severance tax report and payment due. 


MISSOURI 
Nov. 5—— 
Non-intoxicating beer permittees’ reports 
due. 
Nov. 15— 


Alcoholic beverage reports due, 
Property tax returns due in first class 
cities. 

Retail sales tax reports and payment due. 
Nov. 25—— 

Use fuel tax and reports due, 
Nov. 30—— 

Gasoline reports and tax due. 


MONTANA 
Nov. 15— 
Brewers’ and wholesale liquor dealers’ tax 
reports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Railroad companies’ gasoline tax reports 
due. 
Nov. 20—— 
Crude petroleum reports due from dealers, 
producers, refiners and transporters. 
Nov. 29—— 
Telephone company taxes and reports due. 
Nov. 30—— 
Bank share tax due. 
Freight line company tax due. 
Last day ta pay metalliferous mine license 
tax. 
Property tax 
due. 


(semi-annual installment) 


NEBRASKA 
Nov. 1 


Bank share tax due. 
Express company taxes due. 
Nov. 15— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
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Gasoline tax reports and payment due. 
Imitation butter reports and taxes due. 


NEVADA 
Nov. 15— 
Carriers’ gasoline tax reports due. 
Nov. 25— 
Dealers’ and users’ gasoline tax reports 
and payment due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
Nov. 10— 
Alcoholic beverage taxes and reports due. 
Nov. 15— 
Use fuel tax and report due. 
Nov. 30— 
Distributors’ gasoline tax and report due. 





NEW JERSEY 
Nov. 1— 

Bank share tax (quarterly installment) 
due. 

Property tax (quarterly installment) due. 

Nov. 10—— 

Excise tax reports and payment due from 
busses in interstate commerce. 

Gross receipts taxes and reports due from 
busses and jitneys in municipalities. 

Nov. 15—— 

Alcoholic beverage taxes and reports due 
from distributors, importers, manufac- 
turers, transporters, and warehousemen. 

Nov. 20—— 

Retail consumption and retail distribution 
licensees are required to make alcoholic 
beverage reports and pay taxes. 

Nov. 30-—— 
Carriers’ gasoline tax reports due. 


Distributors’ gasoline reports and pay- 
ment due. 
NEW MEXICO 
Nov. 15—— 


Occupational gross income tax reports and 
payment due. 
Oil and gas conservation reports due. 
Severance taxes and reports due. 
Nov. 20—— 
Motor carriers’ reports and taxes due. 
Nov. 25—— 
Gasoline tax reports and payments due. 
Use or compensating tax reports and pay- 
ment due. 


NEW YORK 
Nov. 15—— 
Additional tax due from transmission and 
transportation companies. 
Franchise (income) tax (second install- 
ment) due. 
Nov. 20—— 
Alcoholic beverage taxes and reports due. 
Nov. 25—— 
New York City conduit company taxes and 
reports due. 
New York City public utility excise tax 
returns and payment due. 
Nov. 30—— 
Electric, gas, water, etc., company reports 
and taxes due. 
Gasoline taxes and reports due. 
Insurance company premiums taxes and 
reports due. 


NORTH CAROLINA 
Nov. 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage tax and re- 
Ports due. 


State Tax Calendar 





Nov. 15— 


Sales tax reports and payments due. 

Spirituous liquor tax due. 

Use tax reports and payment due. 

Nov. 20—— 

Distributors’ gasoline tax reports and pay- 
ment due. 

Franchise carriers’ and haulers’ 
and taxes due. 


reports 


NORTH DAKOTA 
Nov. 1— 
Cigarette reports due. 
Nov. 15— 
Beer excise taxes and reports due, 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 


OHIO 

Nov. 10—— 

Admissions tax reports and payment due. 

Alcoholic beverage reports due from class 

A and B permittees. 

Nov. 15—— 

Cigarette use tax reports and payment due. 
Nov. 20—— 

Dealers’ gasoline tax reports due. 
Nov. 30—— 

Carriers’ gasoline tax reports due. 
Gasoline tax due. 


OKLAHOMA 
Nov. 1—— 
Oil, gas and mineral gross production tax 
reports and payment due. 
Property tax (installment) due. 
Nov. 5—— 
Operators’ 
coal due. 
Nov. 10—— 
Airports’ gross receipts tax reports and 
payment due. 
Alcoholic beverage reports and payment 
due. 
Nov. 15—— 
Gasoline tax reports and payment due 
except for distributors’. 
Petroleum products tax and reports due. 
Sales tax reports and payment due. 
Nov. 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 
Use fuel oil tax reports and payment due. 
Use tax reports and payment due. 


reports of mines other than 


OREGON 
Nov. 1—— 
Special motor carriers’ fees due. 
Nov. 10—— 
Oil production tax reports and payment 
due. 
Nov. 15— 
Property tax (quarterly installment) due. 
Nov. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 


Motor carriers’ reports and taxes due. 
Use fuel tax and report due. 

Nov. 25—— 
Gasoline tax and report due. 





PENNSYLVANIA 


Nov. 10— 
Importers’ spirituous and vinous liquor re- 
ports due. 
Malt beverage reports due. 


Nov. 15— 
Employers’ return of tax withheld at 
source due under Philadelphia income 
tax law. 
Manufacturers’ alcoholic beverage tax re- 
ports and payment due. 
Nov. 30— 
Gasoline tax reports and payment due. 


RHODE ISLAND 
Nov. 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
Nov. 15—— 
Gasoline tax reports and payment due. 





















































SOUTH CAROLINA 

Nov. 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Last day to file power tax return and pay 

tax. 

Soft drinks tax report due. 

Nov. 20 
Dealers’ fuel oil reports due, 
Gasoline tax reports and payment due. 
Use fuel oil tax and returns due. 





SOUTH DAKOTA 
Nov. 1—— 
Passenger motor carriers’ taxes due. 
Property tax (second installment) delin- 
quent, 
Nov. 10— 
Interstate motor carriers’ 
taxes due. 
Nov. 15—— 
Alcoholic beverage sales tax reports due. 
Carriers’ gasoline tax reports due. Tax 
due in 30 days, 
Dealers’ gasoline tax reports due, Tax due 
in 30 days. 
Use fuel tax and reports due. 


reports and 


TENNESSEE 
Nov. 1—— 
Cottonseed oil mill reports due during 
month. 
Nov. 10—— 


Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Last day to file alcoholic beverage tax 
reports. 
Nov. 15—— 
Carriers’ use fuel oil reports due, 
Use fuel oil reports due. 
Nov. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Liquid carbonic acid gas tax due. 


TEXAS 
Nov. 15— . 
Oleomargarine dealers’ taxes and reports 
due. 
Nov. 20—— 


Carriers’ motor fuel tax reports due. 

Gasoline tax reports and payment due. 

Liquefied gas and liquid fuel use tax and 
reports due. 
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Nov. 25— 
Carbon black production tax reports and 
payment due. 
Cement distributors’ 
due. 


Natural gas production tax reports and 
payment due. 

Oil production tax reports and payment 
due. 

Theatres’ prizes and awards tax reports 
and payment due. 

Nov. 30—— 
Oil carriers’ report due. 
Property tax (first installment) due. 


taxes and reports 


UTAH 
Nov. 10— 
Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 
Nov. 15-— 
Sales tax returns and payment due. 
Use fuel tax and reports due. 
Use tax returns and payment due. 
Nov. 2>— 


Carriers’ reports of motor fuels deliveries 
due. 
Distributors and dealers report and pay 
motor fuel tax. 
Nov. 30—— 


Real and personal property taxes delin- 
quent. 


VERMONT 
Nov. 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Property tax payable in installments due. 
Nov. 15— 
Electric light and power company tax re- 
ports and payment due. 
Nov. 30—— 
Gasoline tax reports and payment due. 
National bank deposits tax due. 


VIRGINIA 
Nov. 10—— 
Beer dealers, bottlers and manufacturers’ 
reports due. 
Nov. 20— 
Carriers’ gasoline tax reports due. 
Use fuel tax and reports due. 
Nov. 30—— 
Gasoline tax reports and payment due. 


WASHINGTON 
Nov. 10—— 
Brewers’, distillers’, manufacturers’ 
wineries’ reports due. 
Nov. 15— 
Butter substitutes reports and taxes due. 
Carriers’ gasoline tax reports due. 
Gross income tax returns and payment due. 
Public utility gross operating tax reports 
and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Nov. 20—— 
Use fuel tax and reports due. 
Nov. 25— 
Gasoline tax reports and payment due. 
Nov. 30—— 
Property tax 
due. 


and 


(semi-annual installment) 


480 


WEST VIRGINIA 
Nov. 1—— 
Bank share tax due. 
Property tax (semi-annual installment) 
due. 
Nov. 10— 
Alcoholic beverage tax reports and pay- 
ment due. 
Nov. b-— 
Sales tax reports and payment due. 
Nov. 30—— 
Gasoline tax reports and payment due. 


WISCONSIN 
Nov. 10—— 
Alcoholic beverage tax reports due. 
Tobacco products tax returns due. 
Nov. 20—— 
Gasoline and diesel fuel tax reports and 
payment due. 
Nov. 30—— 
Privilege dividend tax due. 


WYOMING 
Nov. 10— 
Bank share tax (semi-annual installment) 
due. 
Carriers’ gasoline tax reports and pay- 
ment due. 
Property tax 
due. 
Nov. 15— 
Dealers’ gasoline tax reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax and reports due. 
Nov. 20—— 
Motor carriers’ taxes and reports due. 


(semi-annual installment) 


FEDERAL TAX CALENDAR 
Nov. 10—— 

Last day for payment by employer to au- 
thorized depositary of taxes withheld on 
wages during the preceding month if 
withholdings were more than $100 during 
the month. 

Nov. 15— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
August 31. Forms 1120 and 1121, 

Domestic corporations (business and rec- 
ords abroad or principal income from 
U. S. possessions}—returns due for fiscal 
year ended May 31, by general exten- 
sion, with interest at 6% from August 15 
on the first installment. Forms 1120 and 
1121, 

Entire income-excess profits taxes or first 
quarterly instalkment due on returns for 
fiscal year ended August 31. Forms 1040, 
1040A, 1041, 1820, 1121, 1120H, 1120L. 

Entire income tax or first quarterly install- 
ment due on returns of nonresidents for 
fiscal year ended May 31. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Fiduciary income tax return due for fiscal 
year ended August 31. Form 1041. 

Foreign corporations — see ‘‘Nonresident 
foreign corporations’’ and “Resident for- 
eign corporations’’ below. 

In the case of individuals who are required 
to file declarations of estimated tax and 
whose fiscal year began on September 1, 
due date for declaration and payment of 
one-quarter of balance (after deducting 
estimated amount to be withheld during 
fiscal year) of the estimated tax for such 
fiscal year. 
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Foreign partnership return of income due 
by general extension for fiscal year end- © 
ed May 31. Form 1065. q 

Individual income tax return due for fiscal 
year ended August 31. Form 1040. : 

Individual income tax returns due by gen- 
eral extension for fiscal year ended May 
31, in ease of American citizens abroad. 
Forms 1040 and 1040A. 

Last quarterly income-excess profits tax 
payment due for fiscal year ended No- — 
veraber 30, 1941. Forms 1040, 1941, 1120, 
1120H, 1120L, 1121. 

Last quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended August 31, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax re 
turns due for fiscal year ended August 
31. Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for October. 
Form 957. 

Nonresident alien individual income tax 
return due (business or office in U. S.) 
for fiscal year ended May 31. Form 
1040B. 

Nonresident alien individual income tax 
return due (no U, S. business or office) 
for fiscal year ended May 31. Forms 
1040NB, 1040NB-a. 

Nonresident foreign corporation income 
tax return due for fiscal year ended 
May 31. Form 1120NB. 

Partnership return of income due for fiscal 
year ended August 31. Form 1065. 

Resident foreign corporations—returns due 
for fiscal year ended May 31, by gen- 
eral extension. Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
poet due for fiscal year ended May 
31 orms 1040, 1040A, 1041, 1120, 1120H, 
1220L, 1121. : 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended February 29, 1944. Forms 1140B, | 
1120H, 1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac- ~ 
count due for October. Form 838. 

Third quarterly income-excess profits tax ~ 
payment due for fiscal year ended Feb- 
ruary 29, 1944. Forms 1040, i040A, 1041, 
1120, 1120H, 1120L, 1121. 

Nov. 20—— 

Monthly information return of ownership 
certificates and income tax to be paid at 
source on bonds due for October. Form 
1012, 


Nov. 30—— 

Admissions, dues and safety deposit box 
rentals tax due for October. Form 729. 

Excise taxes on gasoline, lubricating oils, 
and matches, due for October. Form | 
726. 

Excise taxes on sales by manufacturers, 
producers, or importers due for October. 
Form 728. 

Excise taxes on telegraph and telephone 
facilities, transportation of oil by pipe 
line, and passenger transportation due 
for October. Form 727. 4 

Processing taxes on certain vegetable oils 
due for October. Form 932. 

Retail dealers’ excise tax and returns due © 
for October on jewelry, furs and toilet © 
preparations. Form 728a. 

Sugar (manufactured) tax due for October. 
Form 1 (Sugar). 
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